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FOREWORD 


Despite the strength, undeniably great, of the world-wide forces driving toward 
a cartellized economy, the psychological power of the ideal of small business, in the 
United States at least, refuses to be submerged. This ideal seems to have received 
reinvigoration, if indeed any was needed, from the dislocations of the war and the 
anticipated reorientations to follow its termination. The reader need hardly be re- 
minded of the extent of public and private thought and discussion presently being 
given to problems of small business; it appears safe to say that hardly an organiza- 
tion of economic significance exists that has not studied, planned, spoken or written 
of these problems. The extensive activity, for instance, of the Senate Small Business 
Committee for the past several years is but one manifestation of this nation-wide 
current, in circles private and governmental. In concentrating upon Financing Small 
Business, this symposium by no means implies a minimizing of other aspects of the 
problems of small business, without a solution of which financing alone is, of course, 
without significance. 

The opening article, by Dr. Schmidt of the Chamber of Commerce of the United 
States, presents a balanced, sweeping view of “The Role and Problems of Small 
Business.” The limitations and difficulties of small business are not overlooked. 

Mr. Wilhelm, of the Department of Commerce’s Division of Small Business, 
next comprehensively surveys whence comes the money for small business, under 
the title “How Small Business Competes for Funds.” Here the reader will find 
one of the handiest summarizations of institutionalized sources of funds, public and 
private, which has appeared in print. 

Not only getting started, or expanding, but survival itself frequently involves an 
outlay in costly equipment that must depend on capital more permanently invested 
than that afforded by the ninety-day loan. Difficulties, and their possible mitiga- 
tion, in securing this capital are discussed by Mr. Louchheim, of the Staff of the 
Securities and Exchange Commission, in the succeeding article on “The Problem of 
Long Term and Equity Capital.” 

Perhaps in logical order the next article should be that of Mr. Drew, of the 
American Bankers Association, on “The Role of the Commercial Bank.” Unavoid- 
able delay in preparing the manuscript forced the inclusion of the article toward 
the end of this symposium. The same is true of the article which follows Mr. 
Drew’s, by Mr. Charles B. Henderson, Chairman of the Board of the Reconstruc- 
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tion Finance Corporation, on “The RFC 75% Program”; this article provides a 
logical supplement to Mr. Drew’s. The reader will find in Mr. Drew’s article a 
valuable category of protective clauses increasingly important as the commercial 
banker expands his role into longer term financing. Rounding out the picture 
initiated by the two articles last mentioned is that of Mr. Smith, economist of the 
Federal Reserve, on “Small Retailer Credit Sources”; this article explores non- 
commercial bank sources of working capital and is limited to small retailers. 

The lawyer having occasion to give counsel has cause again, as so often in the 
past, to be grateful to Professor Glenn, whose “Mercantile Collateral Law—Present- 
Day Changes,” enables the lawyer to brush up on the latest wrinkles in bankruptcy, 
assignment of accounts, and other legal devices of special pertinence to the creditor 
looking for security for mercantile financing. 

A business can be small and still be interested in going “to the public” as a 
source of capital. Mr. Margraf, of the New York bar, therefore raises a pertinent 
question by his interrogative title: “Does Securities Regulation Hinder Financing 
Small Business.” While the emphasis is on federal regulation, that of the states is 
not overlooked. 

Of somewhat more specialized application is the article that follows, by Mr. 
Podell, General Counsel of the Smaller War Plants Corporation, on “Financing 
the Acquisition of Surplus Plants and Goods,” exploring the financing potentialities 
and techniques of that and related agencies with respect to surpluses. 

In “Financial Advice and Guidance for Small Business,” Mr. Wexman, of the 
staff of the Committee for Economic Development, outlines the need, as well as 
the existing and potential sources, of advice on financial policy. 

Then follow several articles which, though not solely concerned with finance, 
are sufficiently related to make valuable contribution to this symposium. Veterans 
and those who counsel them will be interested in “Small Business for Veterans,” 
by Mr. Myers, of the Department of Commerce. The next article, by Mr. Stod- 
dard, President of the New England Development Corporation, shows what can be 
achieved when regional co-operative groups make a well-planned concerted effort, 
by financial aid and otherwise, “to organize the resources of the community on a 
long-time basis.” 

No discussion can be complete, in this tax-weary world, without some treatment 
of taxes; against this deficiency in literary diet Professor King, of New York Uni- 
versity, safeguards us in his “Relation of Federal Taxation to the Financing of Small 
Business,” to which will be found appended the taxation report of the Small Busi- 
ness Advisory Committee. 

To incorporate the small business or not? Professor Breckenridge, of the Uni- 
versity of North Carolina, presents pros and cons in his exposition of the pertinent 
legal aspects of liability, taxation, continuity and access to capital afforded by the 
several forms of business organization. 


E. R. Larry. 























THE ROLE AND PROBLEMS OF SMALL BUSINESS 


Emerson P. Scumipt* 


The phrase “small business” has become loaded with emotional overtones. Every- 
one appears to be for it. Numerous private associations have been formed to pro- 
mote its welfare. Recently one of the leftist weeklies issued a special supplement on 
post-war planning: A Plan on Which Labor, Farmers and Small Business Can Unite. 
Thousands of books, brochures, leaflets, and articles have been written extolling its 
virtues and suggesting ways and means for assuring its survival and expansion. 


Both the United States Senate and the House have created special small business 
committees. Early in World War II, the President of the United States created the 
Smaller War Plants Corporation. Special small business loan provisions were in- 
corporated in the G. I. Bill of Rights, as enacted in 1944. The Department of Com- 
merce has created a special unit to promote small business but, so far, has not found 
any formula for doing things for small business which would differ from what 
might be done generally by government for business. In the past decade, over four 
hundred bills have been introduced in Congress to help small business. 

Yet, there is no commonly accepted definition of small business or statement of 
what the problem really is. This article is designed to throw some light on the 
problem and to provide the necessary background for subsequent discussion. 


Wuart Is SMatt Business? 

The political character of the “problem” of small business is suggested by Maury 
Maverick’s definition: Any business which cannot afford a lobbyist in Washington. 
One study of the Department of Labor includes any firm which is below the aver- 
age in number of employees for its industry. 

The average man, when he uses the term “small business” probably means al- 
most any type of business locally owned and operated in which the owner is the 
“boss” and actually is in charge of operations; he may be in business for himself 
or he may have a few employees associated with him. Popularly, the concept seems 
to be associated with “individual” enterprise. 


* A.B., 1923, North Central College; M.A., 1924, Toronto University; Ph.D., 1935, University of 
Wisconsin. On leave from the University of Minnesota, now serving as Director of the Economic Re- 
search Department, Chamber of Commerce of the U. S. A. Editor: Man anp Society (1937). Author: 
InpustRIAL RELATIONS IN URBAN TRANSPORTATION (1937); Otp AcE Security (1936); Economics oF 
Pustic Uririties (1940); and numerous articles and brochures. Editor: AMERICAN Economic SECURITY 
(1944—to date). Editorial Council, JournaL oF Lanp AND Pustic Utitiry Economics. Member: Ad- 
visory Committee on Economics to Committee on International Policy (Carnegie Endowment). Chair- 
man: Manitoba Rural Electrification Enquiry Commission. 
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Among businessmen themselves, there is no clear-cut conception of what is meant 
by small business. Most of them use the phrase loosely with its meaning shifting 
as different problems or different segments of the economy come under review. 
Thus a retail store with an investment of $50,000 may have no difficulty in securing 
adequate capital, while a manufacturing establishment of the same size may have 
great difficulty, because of the much greater risk due to the marketing problem. 
Only a very small fraction of small businessmen favor any special treatment for 
their group. 

The Bureau of Foreign and Domestic Commerce has defined small business to 
include: manufacturing plants with 100 employees or less; wholesale establishments 
with less than $200,000 annual net sales; retail stores, service establishments, hotels, 
places of amusement and construction companies, with annual net sales or receipts 
of less than $50,000. Obviously, these definitions are rigid and arbitrary but if 
comparisons with other countries or other times are to be made, we must have 
some bench mark. Therefore, in the following discussion, when the phrase “small 
business” is used, it will be used in the sense in which the Bureau defines the term, 
unless otherwise indicated. 


Tue Roe oF SMALL Business 


Our economic system embraces several millions of distinct and separate busi- 
nesses producing hundreds of thousands of different products and providing many 
thousands of different services. In 1939, we had 6 million farmers in business. In 
addition, we had 3 million establishments in manufacturing, distribution and in the 
various service establishments as shown by the accompanying tabulation. 

This table shows that over 92% of our business establishments were classified 
as small business, indicating the fallacy of the notion that the man with a little 
capital has no place in our society. It shows that, not including agriculture, we had 
3 million separate establishments in business. For every 44 people in the country 
we had one business concern. For every 15 people at work we had one business 
establishment and thus about every fifteenth man has a chance to run his own 
business. 

Manufacturing is commonly thought of as the place where little business does 
not have much chance. Yet these figures show that nearly 169,000 concerns or 
92% of all manufacturing concerns had 100 employees or less. The table would 
suggest that in service establishments the man with small capital has the best chance, 
because here nearly 99% of all businesses are classed as small. Over a million and 
a half small retail establishments were in existence. 

About 45% of the employees of the foregoing 3 million establishments were 
working for small business. Even in manufacturing, 30% of the workers made their 
living in small factories, that is, in plants with 100 employees or less. 

The small concerns, although constituting over 90% of all concerns and employ- 
ing about 45% of the workers, were responsible for only 34% of the value of the 
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products or services turned out. In the case of manufacturing, about 30°/ of the 
product came from small plants; in the case of retailing, the small establishments 
were responsible for about 42% of the sales and in the case of service establishments, 
the figure was 66%. 


ProporTION OF SMALL Business To ToTaL IN THE Unitrep States By NuMBER 
oF EsTABLISHMENTS* 





1939 
Ratio of 
Small 
Total for Business 
United Small to U. S. 
Industry or Trade States** Business Total 
inne cks es takers Apneenn tay es 184,230 168,814 91.6 
EE oe 2 so beatae ane e inne ekwnes 92,794 71,681 77.2 
ris icie cid ebneberanvewnees 1,770,355 1,614,310 gI.2 
PTT T Te TTT ee Tere eee ey 646,028 637,585 98.7 
CR cS act gins aki sbieukie wirwinn witches ndien 27,987 25,224 90.1 
CoE CU 2 0 Sl ce 215,056 200,307 93-1 
| re 44,917 40,351 89.8 
Seay iy 5s kn eNS seth s Sept sn adee 15,393 13,738 89.3 
Transportation 

Ch cca. Ee ee eee 850 428 50.3 
eee fe eee 27,721 26,406 95-3 

Communication 
SI i sh dies hen alae is a keen s:6e 6,694 5,848 87.4 
Ree Coe T TT eee 705 489 69.4 
I 56S fia Sy Su wand AEN ee s+ atu 14,964 13,529 90.4 
OT PPPOE Paces | Peet eres eer 3,047,694 2,818,710 92.5 


From 1909 to 1939, population increased by 44% while the number of manufac- 
turing establishments increased 79%. Thus the number of establishments did not 
expand in proportion to population growth, but the number did expand. In this 
same period, the value of the product of small business increased 2.3 times although 
the value of product of large business increased 3.3 times. Thus it seems that in 


* Small Business: Manufacturing and mining plants with 100 employees or less (all manufacturing 
plants with value of product less than $5,000 are classified under service establishments by the Census); 
wholesale establishments with less than $200,000 annual net sales volume (includes wholesale merchants 
and industrial distributors and does not include agents, brokers, assemblers, manufacturers’ sales offices, 
etc.); retail stores, service establishments, hotels, places of amusement, and construction establishments 
with annual net sales of receipts of less than $50,000; steam railways classes II and III, motor carriers 
classes II and III, telephone systems and lines, companies with annual revenue of less than $10,000; radio 
broadcasting stations with annual revenues under $100,000; banks with deposits under $5,000,000. 
Source: Computed from 1939 Censuses of Manufactures and Business by Bureau of Foreign and Domestic 
Commerce, U. S. Dept. of Commerce. 

** Total does not include such activities as insurance, brokerage, labor unions, professional and real 
estate because of inadequate data. Agriculture is not included in the above table; in 1939 there were 
5,969,000 farms in the United States, of which 5,655,000 or 94.7% were small. All farms with value 
of products less than $4,000 per year were classed small. 
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this 30-year period small business has grown in both numbers and value of output, 
although its share of total business has been shrinking. 

In 1939, 92% of all stores were independent and only 7% were chain stores, 
although the latter did about 22% of the total volume of business. In 1919, chain 
stores did 4% of the business and the expansion continued rapidly until it reached 
a figure of 25% in 1933. Since that time, the proportion of business done by chains 
has shown a slight decline. 

Of the 184,230 manufacturing establishments in 1939, 8,300 were one-man affairs; 
that is, they had no employees, the owner working by himself—small machine 
shops, broom factories, cigar factories, etc—examples of individual enterprise. These 
businessmen carry on the functions of labor, management, salesman—all by the 
same person. Some of them probably were just getting started when the census 
was taken. Some may fail or merge with other businesses. Some will grow to be 
larger concerns in subsequent years. 

Nearly 76,000 manufacturing concerns had from 1 to 5 employees each, while 
another 49,000 had from 6 to 20 workers. Only 176 establishments had over 2,500 
employees. 

Tue War AnD SMALL BusinEss 

The Senate Small Business Committee reported that one sixth of all businesses 
have disappeared during the war.’ About the same time, we were told that small 
business has prospered during the war as never before. There is truth in both 
statements. 

While data on the birth and discontinuance of businesses are none too reliable, 
it appears that by 1944 there were about 225,000 fewer firms in operation than in 
1929, and about 475,000 fewer than in 1939. Losses since 1939 were greatest in 
retail trade, service industries and contract construction. The only major industrial 
groups to gain were manufacturing, mining and quarrying.” 

Many thousands of small businesses closed because their owners were drafted or 
found jobs in war industries which remunerated them better than did their own 
businesses. Other small businesses, filling stations and automobile dealers, for ex- 
ample, closed because of the shortages of goods. When the war is over, many of 
these former businessmen will reopen their mines, shops and stores. 

The following table shows that, of the firms which did survive the war, the smaller 
ones prospered substantially more than did the larger ones from 1940 to 1943. This 
is true of manufacturing, wholesaling as well as retailing. It is true whether one 
considers the increase in 1943 profits over the 1940 figure, or whether one con- 
siders the net profit increase as a percentage of the owner’s net investment. Since 
these figures are based on a limited sample and indicate average performance of 
the various groups, it scarcely needs saying that individual companies in many 
cases did not experience the same trend. 


2 SENATE SMALL Business COMMITTEE—ITs RECORD AND OuTLOoK (Progress Report) Sen. Committee 


Print No. 1, 79th Cong., 1st Sess. (Jan., 1945). 
? Department of Commerce, and National Industrial Conference Board reports. 
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EarNINGsS OF SMALL AND LarcE Bustness® 

















Percentage Increase in Net Net Profit (After Taxes) 
Profit (After Taxes) 1940 to 1943 As Percentage of Net Worth 
Asset Size Manufac- Wholesale Retail 
(In Dollars) Manufac- | Wholesale | Retail turing Trade Trade 
turing Trade Trade 

1940 | 1943 | 1940 | 1943 | 1940 | 1943 
Under 50,000....... 410 109 135 Let | aca 9.0 | 12.2 | 24.2 | 41.0 
50,000 to 100,000... 574 197 106 10.7 | 41.4 | 14.2 | 28.0 | 12.5 | 19.3 
100,000 to 250,000... 178 132 97 10.3 | 20.8 | 10.2 | 17.9 9.0 | 14.8 
Under 4 million. ... 225 144 102 10.2 | 23.7 | 10.7 | 19.4 | 10.0 | 16.6 
Y% to 1million..... 212 123 98 POT TT O 7.7 | 4 8.1 | 13.0 
1 to 5million..... 53 72 65 Oe Bp DS 8.0 | 11.5 dot | 18 
5 to 10 million. .... 19 9 96 10-5 | 10.2 8.8 8.3 tet | leet 
10 million and over. . 4 111(a) 19 10.4| 9.6; 4.1 8.1 8.7 9.4 



































(a) Represents less than five companies. 


Why Att Tuis Devotion To SMALL Business? 


Much of the concern over the alleged plight of small business is purely political. 
At times attempts are made to foster a cleavage between small and big business. 
Again it arises from the complaints of small business against the growth of federal 
control and the burden of paper work imposed by the federal bureaus, both during 
and before the war. It is also due to a vague feeling that the preservation of 
democracy and liberty are dependent, in part, upon the survival of a host of small, 
thriving enterprises spread across the country. 

That a free, voluntary society depends upon a diffusion of power, the main- 
tenance of opportunity and the avoidance of undue “bigness,” both in government 
and in private life, has been widely asserted throughout history. In the fourth 
century B.C., Aristotle said: 


“The best political community is formed by citizens of the middle class. Those States 
are likely to be well administered in which the middle class is large, the larger if possible 
than both the other classes, or at any rate than either singly; for the addition of the 
middle class turns the scale and prevents either of the extremes from being dominant” 
(Politics, Book IT). 


In the nineteenth century Lord Acton said: “All power corrupts and absolute 
power corrupts absolutely.” In 1862 Congress passed the Homestead Act under 
which a typical American philosophy was given expression. Under the law, any 
one could secure, virtually free of charge, 160 acres of land out of which he could 
carve his own home and make his living. Instead of allowing the land to fall into 
the hands of a few large landlords or plantations owners, the purpose was to divide 
up the great heritage which was ours. As a result, we have today six million 
farms, owned by an equal number of persons or families. Millions of farmers 
are owners of livestock, machinery and land. Farming in the United States is 


* Dirks, Wartime Earnings of Small Business (Jan., 1945) Fep. Res, Buti. 16-23. 
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small business for the most part. While one-third of the farms are tenant-operated, 
may tenant farmers of today will be owners tomorrow. 

A generation later, in 1890, Congress passed the Sherman Antitrust law designed 
to prevent monopoly, undue bigness, and to keep the doors of opportunity open. 

If Aristotle and Lord Acton were right and if American anti-monopoly policy 
as to both agriculture and other industries was right, it does not require much 
imagination to see that it is important to have a goodly portion of our economy 
occupied by small business. 


PoxtricaL AND SociaAL ImporTANCE OF SMALL BUSINESS 


One of the prime essentials of a democracy is this equality of opportunity. The 
young man just out of school should have the opportunity to carve out for himself 
a place in the economic life of the community. If business were confined to a 
few large companies in every community, the opportunities for self-employment, 
self-direction and self-realization would be reduced. The man with ideas, ambition 
and small capital would not have an opportunity to use his capital, try out his 
ideas and satisfy his ambition. 

Hitler, in his rise to power, made vast promises to the ambitious youth of the 
land. He knew their longings and promised to fulfill them. For example, he 
promised to break up the large department stores and provide thousands of oppor- 
tunities for the rise of small stores—a promise never fulfilled. Many of them had 
felt frustrated and supported Hitler because of the promises he made for individual 
opportunity. If we are to avoid having some demagogue appeal to our youth to 
serve his own rise to power, we must be certain that opportunities are open. There- 
fore, small business has a fundamental place in a liberal democracy. 

By and large, it is the combined effect of the numerous small businesses in the 
local community which make that community. The payrolls and other earnings 
of the many enterprises support the schools, the churches, the government services, 
the recreational and cultural activities of the community. If these businesses are 
not prosperous the schools will be inadequately financed, the churches will languish 
and other desirable community activities will be dulled and unstimulating. Flour- 
ishing small businesses activate the life, the thinking, the recreational and cultural 
interests of the people in the community. A multitude of small businesses in man- 
ufacturing, service and distribution lend color and variety to the community. 


Economic ImporTANCE OF SMALL BusINEss 

One of the great values of a free society is free consumer choice. The rich and 
the poor, the young and the old, the educated and uneducated, the farmer, crafts- 
man, professional man and businessman—each can buy according to his means and 
his tastes. Unquestionably, one of the great and enduring values of a modern free 
society is the enormous range of commodities and services available to the con- 
sumer. If we had only a few large companies bent on efficiency and mass produc- 
tion, there can be no question but that the range of goods and services made avail- 
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able would be reduced. Having a great variety of producers in competition with 
one another, the tendency for commodities and services to multiply in number, de- 
sign and quality is great. 

With nearly 200,000 different manufacturers and the hundreds of thousands of 
service establishments each competing for the market, progress is almost inevitable. 
Under the stress of competition, prices tend to be lowered, quality tends to improve, 
and in order to penetrate the market each producer endeavors to give high value 
for the money. 

Out of this multitudinous effort come new ideas, new products, improved raw 
material and better service. An official of General Motors Corporation stated that 
if that company secured a monopoly of the production of automobiles, there would 
be fewer cars produced within ten years. By having a host of small businessmen, 
each striving to get ahead and many succeeding, the opportunity for any one busi- 
ness to attain a monopoly is greatly reduced or eliminated. Each acts as a spur to 
the others. The small business of today may become the large business of tomorrow. 

However, we should not attempt to keep alive all businesses. Freedom and 
democracy imply the freedom to take a chance, to succeed and, indeed, to fail. A 
free society provides freedom of opportunity but does not guarantee success to all 
who enter. Success depends primarily on management ability, although, in prac- 
tice, luck or chance factors often play a role in the outcome. 

The small business is the economic seed bed from which rise the majority of 
new ideas, new methods and the inventions of the nation. The United States 
Patent Office records reveal that of all the patents issued between 1921 and 1938, 
43% went to individuals and 34.5% to 17,500 small and medium-sized ente: prises. 
In other words, individuals, small and medium concerns accounted for about 77% 
of all patents issued within this period. Clearly, from an economic viewpoint, the 
small business and the enterprise of the individual are of the highest importance 
to our well-being. Mr. F. B. Jewett, president of the Bell Laboratories, Inc., stated: 


“Fundamental patents which mark big changes in the arts are more likely to come 
from the outside than from the inside. I think, in the majority of cases, the chances are 
ten to one that the fundamental idea will come from outside the big laboratories.” 

We do not want to minimize the great achievement of our great motor car, 
electric, chemical and other companies, because all of them have large, flourishing 
laboratories constantly bringing out new products, making improvements, finding 
new uses for raw materials and making a great contribution to our welfare. Never- 
theless, in trying to think of the place of small business in our economy, it is im- 
portant to recognize that the small business—while frequently less efficient than 
the large business—does make a great contribution, partly because there are so many 
of these small units. Many of them barely hang on, others disappear; but out of 
the great number striving to get ahead, there is a sizable fraction which constantly 
brings forth new ideas, new products and new methods. In short, there is a defi- 
nite and useful place for both large and small business in a free economy. 
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A director of a railroad car manufacturing concern stated that the war has 
shown him how utterly dependent upon small business his company is for the 
supply of numerous small parts which it would not pay the company to manufac- 
ture itself. No refrigerator manufacturer and no radio manufacturer, for example, 
produces all the parts which go into the final product. Rather, they rely on a host 
of small plants each of which specializes in the making of one or more small parts. 
The small plant, by catering to the needs of a host of other manufacturers, is 
enabled to obtain a volume of production which cuts its costs below the costs of 
the manufacturers if each of the latter tried to make all the essential parts for the 
final product. . 

Another advantage of having many businesses in a community is that the worker 
has open to him numerous employment offers. If he does not like the policy of 
one employer or crosses swords with his foreman or plant superintendent, he can 
secure a job elsewhere. If our policies encourage competition and the establishment 
of many small employers, this opens up many new employment offers. No one is 
restricted and opportunities are multiplied. 


New InvestMENT RequirepD To CREATE Joss 

Ours is a capitalistic society; it requires approximately $5,000 investment, on the 
average, in plant, tools, office buildings and other equipment, etc., to put one man 
to work. In railroad transportation, it requires $25,000, in steel about the same 
figure, in manufacturing as a whole about $6,300, in retailing about $5,000. Our 
labor supply is increasing at the rate of about 700,000 (net) young workers each 
year, after allowing for those who die, retire or quit. 

If we are to prevent mass unemployment and provide jobs for our young people 
who, for the first time, enter the labor market each year, we must have a high rate 
of new investment in job-creating facilities. If we establish firmly a large number 
of new businesses year after year, this is the best assurance that a plentiful supply 
of new job opportunities are created. American democracy must continue as a 
living, vital, reality by opening new opportunities for jobs and for business. With- 
out a steady growth of new businesses and new employers, we are not likely to 
have adequate job opportunities. We must govern our policies so that we place a 
premium on the man who makes his living by giving jobs. ‘This is important for 
the post-war. An employer is one who provides employment; we should encourage 
him and give him an honored place in our democracy. 


Limitations AND DIFFICULTIES OF SMALL BusINEss 


Small business is in competition with large-scale business. Within limits, it is 
true that the larger the business or the greater the volume, the more practical it is 
to subdivide the work and get the advantages of mass production. Small-scale 
concerns may be able to subdivide work somewhat but rarely to the degree possible 
in larger operations. This limitation applies not merely to plant operations but also 
to management, sales, advertising, purchasing, legal, engineering and other aspects 
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of the operation. A large plant can hire, for example, the services of a full-time 
engineer or attorney, who becomes thoroughly familiar with all the problems and 
operations. A smaller concern probably hires this talent as it needs it and, there- 
fore, probably does not secure as effective service. A large concern has expert 
accountants, financial managers, buyers, etc. 

In a smaller concern, the general manager may have to perform, or at least 
closely supervise, all these aspects. He is less likely to be a specialist and a small 
concern is apt to suffer from the difficulties embodied in the adage, “Jack of all 
trades and master of none.” Of course, for many small concerns this is an exag- 
geration because many of them are very efficient. 

A large filling station with a dozen employees, to use a familiar example, can 
hire persons for specific purposes: handling the gasoline pumps, lubrication, wash- 
ing, tire repair, etc. Each person becomes thoroughly familiar with the tools he 
uses, the peculiarities of the customers with respect to each service and, if the 
volume of business is large, he can work at his specialized tasks continuously and 
efficiently. In smaller stations, one or two persons must constantly shift from task 
to task, much time is wasted, and they may never develop the proficiency of the 
workers in the larger establishment. 

What has been said about the filling station may apply to other businesses; 
“smallness” has its limitations. 

Large size brings a technical advantage. If we compare the building and equip- 
ment of two companies producing identical products, one of which turns out 1,000 
units per week and another turns out 500 per week, we will find that the invest- 
ment in plant and equipment of the large producer is not twice as large as that of 
the smaller producer. If each needs an engine for power, let us say 1,000 horse- 
power and 500 horsepower, respectively, it will be found that the big engine does 
not contain twice as much steel, copper, and other metals as the smaller engine. 
Thus, the large producer gets his power equipment cheaper per unit of output than 
does the smaller producer. Similarly, both producers may have a plant covering 
an area of 1,000 square yards, but the large producer has four stories to his building, 
while the smaller company has two stories, yet, the same sized roof will cover both 
buildings. A quart metal container does not contain twice as much metal as a 
pint container. In short, size brings a host of engineering economies which are 
not possible to the smaller concern. These are technical handicaps which may have 
to be overcome by all other means open to the small company. 

The greatest handicap of small manufacturers lies not primarily in physical pro- 
duction but in marketing, advertising and salesmanship. A producer with a volume 
sufficient to warrant the use of national advertising, the development of a nation- 
wide sales force, and establishment of his own dealer and retail outlets has an advan- 
tage over the producer who must rely on inferior advertising media, on wholesalers 
and retailers who also handle the lines of his competitors and who in general, be- 
cause of the smallness of the enterprise, cannot make a continuous, widespread and 











214 Law anp CoNTEMPORARY PRoBLEMS 


forceful impression on the buyer. The mail order houses and the chain stores, 
while at times thought of as injurious to the small business, nevertheless do provide 
outlets for the product of thousands of small producers who, because of the exist- 
ence of these large distributors, do not need an elaborate selling organization. In 
a number of cases small producers have combined in establishing common sales 
organizations and cooperating in sales efforts in other respects. These techniques 
merit further study and exploration. 

Nevertheless, we all know that small filling stations do survive in competition 
with large ones. We all know that the small store continues to meet its customers’ 
needs even though a few blocks away a supermarket may be in operation. All this 
suggests that under a modern society many factors govern the origin and survival 
of business units. Matters of location, convenience, the personality of the owner 
and employees, the ability to cater to special needs—all these help to explain the 
survival of many, many small businesses. 

In some instances the small concern, in closer touch with its employees and cus- 
tomers, is able to improve its own operations and its service. Small business, al- 
though finding it difficult to comply with rules and regulations imposed from with- 
out, is able to change, to adapt itself to new conditions and to enter new or unusual 
lines because, being small, this smallness offers a high degree of flexibility. 

A large organization with branches, sales offices and other connections all over 
the country is much more likely to follow a given policy once it is adopted. Small 
business, with its relatively light overhead costs and its ability to experiment on a 
small local scale, frequently has an advantage over a larger unit. It is this ability 
to experiment, to adapt itself and to change which makes small business so impor- 
tant in the economy as a whole. 

Furthermore, while large size brings advantages, it also has its disadvantages. 
Once an establishment grows beyond a certain size, the relations between manage- 
ment and employees may become less personal and morale may suffer. Wastes may 
go undetected; inefficiencies in the handling of materials, due to lack of adequate 
supervision, may more than offset the gains from specialization of labor. Indeed, 
these factors are the chief explanation why the biggest companies do not keep on 
growing indefinitely large and absorb the whole market. 

Moreover, mass production is adaptable only to a limited number of products 
and generally not at all to service enterprises. For example, the entire consuming 
public may be willing to buy only 100 copies of a particular hat, or dress or display 
case. Many service trades and manufacturers cater to specific needs and this may 
require custom-built products and specialized services. In these cases, large-scale 
operations are poorly adapted to meet individual needs and the small business has a 
special opportunity. 

While a larger proportion of all business is being done by large concerns, there 
is no evidence that small concerns will disappear from the scene except perhaps in 
a few industries, such as steel and automobile manufacturing. But, even here, we 
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cannot be certain. For example, while three motor car producers make more than 
80% of all cars, each of these producers relies upon hundreds of suppliers or sub- 
contractors to make parts. In turn, each large producer relies on thousands of 
wholesalers and retailers to help in disposing of the product. 


Can Smatt Business Be Hewpep? 

America has never been short of people who wanted to establish their own busi- 
ness—indeed, the desire to be one’s own boss, to be in business for oneself, is almost 
universal. Given favorable conditions such as during a period of prosperity, the 
birth rate of new businesses rises substantially. But the number of failures during 
such periods rises almost as rapidly. 

This suggests that small businesses in their competitive struggles are themselves 
in part responsible for the difficulties of survival. If this is true, serious question 
arises as to what can be done especially for them by private or governmental effort. 
That is, if some governmental agency provides special services to enable small busi- 
nesses to originate and grow—would not the resultant increase in the number of 
businesses, each trying to get its share of the available business volume, leave the 
situation just about where it was before the effort to help them was made? 

To put the matter in another way: By giving each small businessman better 
advice, better management tools, tax rebates or other special or regular advantages— 
while all these aids may reduce costs and raise efficiency—they also tend under com- 
petition to reduce prices and thus may tend to leave the various competitors in about 
the same relative positions as before. Some will survive, some will grow, but many 
will be eliminated unless these aids result in a Jarger total volume of business to be 
shared among the businesses in the field. 

The foregoing raises a critical point and all attempts to help small business 
should be judged in terms of it. Certainly some obstacles can be removed and pos- 
sibly some positive steps can be taken. But, evidently, the greatest aid to small 
business must be attained by bringing about those conditions which will stimulate 
business in general and not just little business. 


Potictts oF Bic Business 


Because of the importance of small business big business should give full sup- 
port to the effective enforcement of our antitrust laws, should disavow unfair and 
socially undesirable competitive practices. Unfair competive practices are difficult 
to define, but one example might be cited—cutting prices below cost by the large 
concern in a given area merely to eliminate a small competitor with a view to re- 
storing prices as soon as the small concern is liquidated. 

Big business has been accused of creating a type of collectivism of its own— 
acquiring patents, taking on new lines, taking over a whole field, integrating 
operations from raw materials to consumer. These great aggregates of capital and 
know-how have been the source of American strength in both peace and war; few 
persons would break up these large units. In their expansion programs, however, 
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the large concerns should make every effort to avoid taking unfair advantage of 
the smaller units and should in so far as practical take positive steps* to see that 
many smaller concerns are kept alive and prosperous. This will not only add to 
the strength of the nation but will also reduce the opportunities of the demagogue 
to bait the larger concerns. 


SpecitaL Arp To SMALL Business 


While many modern tendencies favor large business, an enormous amount of 
effort has been made in the last two decades to discover the handicaps of small busi- 
ness and find remedies for its difficulties. The Department of Commerce of the 
national government has created a Small Business Unit in charge of a staff of 
people in full sympathy with the problems of small business. In 1943, this unit 
published a summary of 390 (note the large number!) bills introduced in Congress 
from 1933 to 1943 to help small business. Twenty-six of these bills were passed by 
Congress. 

Some are designed to help raise capital for small business from both private and 
public sources. The U. S. House and Senate have set up special committees, under 
Representative Wright Patman and Senator James E. Murray, respectively, to study 
the problems of small business. Both committees carry on continuous study and 
research, hold hearings, and make recommendations to Congress in the form of 
remedial and corrective legislation. These committees have the dual task of aiding 
small business enterprises to make adjustments to wartime conditions, as well as 
the broader problem of determining means of preserving small business as an essen- 
tial part of our peacetime economy. 

One bill which was passed was designed to reduce the complexities of govern- 
ment reports required of all businesses, but which bore very heavily upon small busi- 
ness because the smaller units do not always have adequate staffs of attorneys, ac- 
countants, etc. Fifty-four bills have been introduced to sponsor business and industry 
research, some of which would require or stimulate cooperative research with state 
universities in both technical and business administration matters. 

It is generally agreed that government controls, regulations and rules bear much 
more heavily upon small business than on larger units. The larger ones with more 
adequate reserves are more adaptable and flexible and find compliance easier. 

Many people, however, question the wisdom of special exemptions on the ground 
that they are open to abuse (every one will strive to get the benefit of the exemption 
and escape the prohibition) and on the ground that all businesses should operate 
under the same “rules of the game” with special privileges to none. Once special 
privileges are provided, enormous pressures are built up to keep on expanding the 
coverage.° 


*In one middle western city a number of large concerns entered an agreement to do technical re- 


search for a number of small businesses on a cost basis. 

* The U. S. Senate Special Committee to Study Problems of American Small Business, in its January, 
1945, Progress Report, supra footnote 1, states, “In thus highlighting small business’ role in American 
life it is not implied that this important segment of business should have any favored treatment at the 


hands of government. Nor does it need any” (p. 3). 
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For this reason, proposals for any special privileges for smail business should be 
carefully examined to be certain that they comply with the American conception 
of fair play, uniformity of treatment, equality of opportunity for all and special 
privilege to none.® 

If small business has special difficulty of raising capital and new provisions are 
made to provide capital, every business should have access to this capital. If our 
present taxes on business discourage expansion and growth, we should provide 
proper relief for all business, on the theory that the able managers—even though 
in small business—will then have an opportunity to expand. If the government 
carries on special research it should be made available to all, on the assumption 
that the small units will probably have a high inducement to utilize the opportunity, 
while the larger units, although not barred from using it, nevertheless, will be 
capable of carrying on their own research and, in most instances, will do so. 

An enormous number of voluntary business organizations have come into ex- 
istence to promote business. These groups are open to small business and each 
organization is designed to promote the interests of its members. Thus, we have 
over 3,000 local chambers of commerce, 3,000 national and interstate trade asso- 
ciations, over 5,000 local trade associations, and many other groups such as the 
Chamber of Commerce of the United States of America, the National Association 
of Manufacturers, and others. In addition, there are hundreds of professional 
groups, such as chemists’ and engineers’ associations, etc. 

Each group generally publishes a magazine keeping its members informed of 
new developments, new opportunities, methods of reducing costs, promoting busi- 
ness and removing obstacles. In addition, most groups issue special reports on 
specific subjects, have a consultation service, hold meetings and provide data and 
materials upon request. The small employer may not belong to as many groups 
as he might and, therefore, is not always placed in touch with the new as promptly 
as might be the case but every effort should be made to extend the services of these 
voluntary groups to the small business unit and considerable progress has been made 
in this direction. 

In spite of the difficulties facing small business many such units are launched, 
thrive and grow. This has led some observers to believe that the key to the small 
business problem is better management; that is, businessmen who are more com- 

petent, more aggressive, more alert, better informed, so that they may become better 
managers. According to this diagnosis, the solution must be found in furnishing 
management with better tools for management. To this end, it is proposed in the 
Mead-Lee bill, pending in Congress, that the federal government provide a man- 
agement consulting service for business. Consultants qualified in finance, purchas- 
ing, production, distribution and marketing, personnel, etc., would be stationed 


* Our federal income tax laws favor, chiefly for administrative reasons, companies with very small 
net income. Partnerships are favored over corporations since the latter are liable to taxation on com- 
pany income and their stockholders are likewise liable for personal income taxes. Chain store taxes 
are designed to aid small business but are open to question because they tend to penalize efficiency. 
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throughout the country to provide on-the-spot advice and help in the solution of 
all problems. They would put the management in touch with all varieties of in- 
formation and possible sources of information. This type of aid would be com- 
parable to that now furnished, at great cost, to farmers in over 3,000 counties through 
the county agents and other agricultural services. 

Another proposal is to have the federal government subsidize business research 
through the state universities on the same basis as agricultural research is now sub- 
sidized through the numerous agricultural stations and state universities through- 
out the country. Because of the great diversity of business and business problems, 
this analogy with agriculture has been questioned in some circles. 

Some people see some danger in such proposals on the ground that they might 
lead to undue interference and control of business, but, if properly safeguarded, 
this danger can be avoided. 

Another proposal relates to the supply of capital. Small businesses, because they 
frequently are not firmly established and have not grown by their own strength, 
may still have plans for new products, for promotion, etc., but lack capital. Gov- 
ernment capital loaned to such enterprises might entail considerable dangers. Pollit- 
ical pressures would inevitably play a role in determining which companies should 
secure loans and if the government has a stake in an enterprise it would also insist 
in having a voice in management, which might lead to undue invasion of a field 
in which government should not play a role according to our traditional conception 
of the place of government in the economy. Furthermore, what small business 
needs, primarily, is equity capital, rather than loan capital, and the government can 
scarcely be expected to furnish this. 

A better solution may be found by having groups of banks, investment houses, 
and perhaps insurance companies set up special services for making loans to small 
business and buying stock in small companies. By pooling the risks and making 
a small insurance charge to cover the inevitable losses, much new venture capital 
could be furnished by private enterprise on a sound basis without getting our gov- 
ernment involved in all sorts of ventures. 

In the past 20 years some 15,000 local banks have disappeared. Either the 
banks, as such, or their officers supplied venture capital to local people with inven- 
tions, or ideas for new business. With the shrinkage in this source of capital, the 
financial aid for new business has been diminished. Savings have tended to be 
absorbed by government bonds, which type of investment normally does not lead 
to the creation of continuously self-sustaining job opportunities. With proper en- 
couragement, through a revision of our system of business taxation, there is reason 
to believe that in hundred of communities local businessmen, people with funds or 
having access to funds, would be willing to subscribe to new stock issues for new 
or expanded concerns. Every substantial community might have a Venture Cap- 
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ital, Inc.," which would specialize in sifting proposals for new businesses or re- 
quests for new capital and would purchase shares in the proposed ventures if found 
such as to warrant some hope of success. This Jocal sifting, appraisal and financing 
is highly desirable. 

Only a small number of business concerns have profits year after year. Even 
in prosperous years, about one third of our corporations have no profits. The own- 
ers have to pocket the losses in the bad years and when profits do occur governments 
(both state and federal) take from 20% to 80% of the profits. 

Under this situation, the new or small concern finds considerable difficulty in 
getting started or building up adequate working capital or capital for expansion. 
Thus, it has been proposed that business be allowed to carry forward losses so it 
would pay income tax on the average earnings for a period of say five years, rather 
than to have the government skim the cream in the few good years and force the 
owners to absorb the losses of the bad years. 


CoNCLUSIONS 


On the importance of a high birth and survival rate for new business, there is 
no difference of opinion. The plight of small business, per se, has at times been 
exaggerated. The best answer to the problem, it appears, is not preferred or special 
treatment, but the development of a political and economic climate which is favor- 
able to competive business and job-making in general. Under such conditions, 
small business will find a place for itself and will play a vigorous and important 
role in post-war America. This does not preclude the advisability of many specific 
steps by private and public groups, as suggested in subsequent articles in this 
symposium. 

*Many local chambers of commerce have established such organizations. For descriptions and a 
partial list see: CHAMBER OF CoMMERCE OF U. S., ComMuNITYy INDUSTRIAL FINANCING PLaNs (mimeo- 


graphed, undated but published in 1945). See also infra, this symposium, Stoddard, A Regtonal Experi- 
ment in Practical Development of Industries, p. 361. 











HOW SMALL BUSINESS COMPETES FOR FUNDS 


Donatp WILHELM, Jr.* 


I. THe Prosrem 


Everybody agrees that small business should have adequate loan and equity 
capital on reasonable terms and conditions. But disagreement arises as to whether 
small business already has such access and, if it does not, how it can get it. 

For example, a study’ published in 1939 concludes as follows: 


The needs of small borrowers in the fields of business and personal finance alike are 
being well taken care of by the commercial banks. 


Meanwhile an investigation in 1935” had found that 


. . . there exists a genuine unsatisfied demand for credit on the part of solvent borrowers, 
many of whom could make economically sound use of working capital. 


And a study® conducted in 1938 under the auspices of the Department of Com- 
merce revealed that of a sample of 600 firms chosen because of their relatively high 
commercial ratings, 75 percent indicated that they were unable to obtain permanent 
capital in the regular markets, 40 percent indicated that they had no source of long- 
term credit, and 45 percent indicated difficulty in obtaining funds for working 
capital purposes. 

The testimony of small businessmen themselves, and of their trade association 
representatives, often adds to the general confusion. For example, of the witnesses 
who testified in hearings held by the Ohio Small Business Commission in the first 


half of 1944, 


“Some .. . were of the opinion that the Government should make loans or guarantee 
loans to small business, but others were equally insistent that they wanted no Govern- 
ment help. Of 24 firms questioned in one town, 18 said that they do not have access to 
the same sources of capital as big business has. . . .”* 

* A.B., 1938, Yale College; graduate work, Yale University and Graduate School of Public Admin- 


istration, Harvard University. Division of Small Business, Department of Commerce; previously in 
Statistics Division, Office of Production Research and Development, and Office of the Chairman, War 


Production Board. 
2 Epwarps, How Banxs Lenp (Research Council of the American Bankers Association, New York, 


1939) 10. 
* Harpy AND VINER, REPORT ON THE AVAILABILITY OF BANK CREDIT IN THE SEVENTH FEDERAL RE- 


SERVE District (Washington, 1935) vi. 

* For a summary of this study see Stoddard, Small Business Wants Capital (1940) 18 Harv. Bus. 
Rev. 265, 271-2. 

“Whaley, Business Worries Not All Government (Jan. 1945) Domestic CoMMERCE 14. 





rel 














How Smatt Business CompPETEs FoR Funps 221 


And it is reported® that bankers who testified at the same“hearings “as a rule 
deplored not only Government regulations and restrictions on loans but also com- 
petition from finance companies and cooperative credit associations.” 

How can methodical studies on the small business credit problem reach such 
divergent conclusions? And how can the “hard-boiled” testimony of small busi- 
nessmen themselves, and of their bankers and trade association people, lead to the 
same contradictions? The following quotation perhaps contains a clue: 


“The banks of the country . . . are going to make sure that enterprise has adequate 
credit for every legitimate use and has that credit in the form best adapted to each par- 
ticular business.”® 


The vagueness of the concepts “adequate credit,” “legitimate use,” and “the 
form best adapted to each particular business” is at once apparent. Since this quota- 
tion is taken from a press release, it cannot properly be censured for failing to 
define its terminology carefully; but the concepts employed in the quotation are all 
too frequently used in more or less scholarly discussions of the small business credit 
and capital problem. Nor is this always a matter of mere carelessness, for it is 
actually no easy task to define such terms. For example, is small business access to 
short-term credit “adequate” if prevailing rates and collateral requirements are well 
above those for the same type of loans made to large businesses? Some would 
argue yes, because loans to small concerns are more risky and cost more to service; 
others would argue no, on the grounds that differences in risks and in costs, though 
real, are not great enough to justify the prevailing differentials, or on the grounds 
that the situation should be equalized, arbitrarily if necessary, because it competi- 
tively handicaps small business. 

It seems evident, therefore, that if the private and governmental sources of funds 
are to be usefully analyzed and evaluated from the point of view of small business 
needs, improved criteria are necessary. The following criteria, though by no means 
perfect, are proposed as a test for each of the sources of credit and capital: 


1. What proportion of the total loans which this source makes goes to small business? 

2. How do its rates to large borrowers compare with its rates to small borrowers? 
How do the accommodations this source offers small and large borrowers com- 
pare in other respects? 


3. If large borrowers generally obtain from some other source the type of money 
which small borrowers obtain from this source, what are the comparative rates 
and other conditions? 


Notice that each of these criteria is relative rather than absolute, and that it is 
relative in terms of small vis-a-vis large business. This is justifiable because most 
of the credit and capital problems of small business are not absolute problems. 
They are problems which are acute primarily because, in this country today, small 

* Ibid. 


* American Bankers Association, Post-War Small Business Credit Commission (New York), press 
release, October 16, 1944, quoting Mr. Robert W. Hanes, Chairman of the Commission. 
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businesses compete with large businesses not only in designing, producing, and 
marketing products and services, but also in obtaining the funds with which to 
operate and expand. 


II. Private Sources oF SMALL Business CREDIT AND CAPITAL: COMMERCIAL 
Banks anp Trust CoMPANIES 


The Commercial Banks 

The commercial banks have traditionally been the major source of business loan 
capital in this country. They are still by far the largest single source. For ex- 
ample, a study’ made in 1935 of a sample of small manufacturers indicated that 
well over 80 percent of the borrowing firms normally depended upon banks® for 
working capital purposes, and some 18 percent for long-term capital.® Since the 
commercial banks are being treated in another article in this symposium, the present 
paper will attempt only a brief summary and evaluation of them as a source of 
small business funds. 

As of June 30, 1944, total outstanding commercial bank loans amounted to some 
$21 billion.2° Even in a pre-war year like 1937, they stood (on June 30) at over 
$17 billion.’ Unfortunately, there are no satisfactory quantitative data, either by 
type of loan, type of borrower, or type of accommodation by type of borrower, as 
to how this huge volume was broken down. Lack of available over-all information 
on its business lending activities is in fact one of the most notable characteristics of 
our commercial banking system as it exists today. 

In the field of short-term commercial loans, the situation is clouded not only by 
a startling lack of exact information, but also by virtue of the fact that demand 
and short term loans often become intermediate or long-term credits before they 
are fully repaid. This is illustrated by one of several studies’* of the lending opera- 
tions of banks in a number of Pennsylvania and Ohio industrial communities. 
Business loans at five sampled banks were classified as roughly 24 percent demand 
loans, 71 percent short-term loans, 3 percent intermediate-term loans, and 2 percent 
long-term loans.* In terms of elapsed time before the loan or its extension was 
repayed, however, 46 percent of the loans were of short term, 20 percent of inter- 
mediate term, and 31 percent turned out to be of long term. The loans having a 

™U. S. Dep’r oF ComM., SurRvEY OF Reports oF CrepiT & CapiTaL DiFFICULTIES (1935) 65. 

® This figure may, however, include industrial banks. 

® The reliance of these firms on banks for long-term credit requirements appears to indicate that 
they resorted to using renewable notes to provide long-term money. 

2° (Jan. 1945) 31 Fep. Res Bux. 48 (table). 

114 substantial proportion of these outstandings were, of course, in the hands of intermediate 
credit agencies such as factors and sales finance companies. 

22McKee, C. W.: (1) Economic aNnp Business ACTIVITY IN THE SHENANGO AND MAHONING VALLEYS} 
(2) Use anp Users oF BANK CrepiT In INDUsTRIAL CoMMUNITIES; (3) SIZE, SECURITY, AND INTEREST 


Rares on Bank Loans IN INDustR1AL ComMuNITIES; and (4) Maturities, RENEWALS, AND TURNOVER OF 
Bank Loans 1n InpusrRiAL Communities (American Economic and Business Foundation, Inc., New Wil- 
mington, Pa., 1941). 

18 McKee, C. W., Maturities, RENEWALS, AND TURNOVER OF BANK LoaNs IN INDUSTRIAL CoMMUNI- 
TIES, supra note 12, Schedules 3 and 15. 
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long elapsed credit term were, incidentally, on the average larger than those having 
a short elapsed term. The sampled banks were in the country bank class; city 
banks are probably on the whole stricter in holding to stated maturities. And in 
any event short-term renewable loans are recognized as being an unsatisfactory 
form of intermediate credit, both because they are expensive when used for this 
purpose (thus leading to high fixed charges) and because they contain an element 
of uncertainty which makes sound business planning difficult. 

Short-term commercial bank loans can be classified in any of a number of ways, 
for example according to maturity (demand loans and time loans), form (secured 
or unsecured), class of borrower (loans to customers of different sizes, loans to 
banks, etc.), purpose, etc.’* In practice some of the more common types are so- 
called “character” loans, loans under lines of credit, loans secured by warehouse or 
field warehouse receipts, short-term equipment loans secured by the purchased 
equipment, and miscellaneous other short-term business loans varying mainly as 
to type of collateral involved. 


In the McKee study already referred to, unsecured “character” loans were found 
to be virtually non-existent in the industrial areas surveyed. Collateral-free “char- 
acter” loans have in fact become more and more limited to large enterprises of 
well-recognized stability. Small concerns have likewise experienced increasing difh- 
culty in securing lines of credit. 


Not only collateral requirements but also interest rates tend to weigh more 
heavily on small companies than on large. Though here again the data are sparse, 
studies by the Board of Governors of the Federal Reserve system, covering a large 
representative group of member banks, indicate that borrowers with small assets 
pay, for short-term commercial loans, interest rates averaging over three times as 
high as those paid by borrowers in the group having the largest assets.* The dis- 
crepancy is further accentuated by the practices, which weigh relatively more heavily 
on the smaller borrower, of discounting interest in advance and requiring a mini- 
mum average balance.'® 

In addition to making these conventional types of short-term loans, many com- 
mercial banks have recently become active in accounts receivable financing. It is 
estimated that in 1941 the commercial banks advanced over one-third of the $2.6 
billion total volume of receivables financing,’’ and that one out of every four com- 
mercial banks was active in receivables financing in that year.’® Small manufac- 
turers, wholesalers, retailers, and service concerns make wide use of bank loans 


1! Cf. Fosrer anp Ropcers, Eprrors, Money AND BANKING (Prentice-Hall, New York, 1940), 248-263. 

15 (Nov. 1942) 28 Fep. Res. Butt. 1091. Also WertssMAN, SMALL BusINEss AND VENTURE CAPITAL 
(New York, Harper, 1945) 3 , 

© Thus, if $1,000 is borrowed for one year at a stated rate of 6 percent, with interest (i.e. $60) 
deducted in advance, and the borrower is required to maintain an average deposit balance of 20 percent, 
or $200, he is paying $60 for the use of $740—an effective rate of 8.11 percent. 

*? The remainder was supplied by factors and commercial finance companies. 

‘8 SAULNIER AND Jacosy, Accounts REcEIVABLE Financinc (National Bureau of Economic Research, 
New York, 1943) 4. 
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secured by the pledge of accounts or notes receivable. Banks make such loans on 
either a notification basis (where the bank informs all affected debtors of the trans- 
action and secures payment directly from them) or a non-notification basis. Interest 
rates average around 5 percent or 6 percent, although separate service charges often 
increase the effective rate to 7 percent or 8 percent.’® Maturity periods are generally 
not longer than 60 days, although the note is often renewed. 

The banks have in many cases also expanded their installment loan activities to 
handle small business loans as well as loans to individual consumers. Such loans 
generally run for a year or less. They are usually for from $100 or less to $1,000, 
though some of them go up to $2,000 or $3,000. The small businessmen’s signature, 
perhaps plus that of his wife or business associate, will usually get him an install- 
ment loan; or he may be required to put up his automobile or offer one of the more 
usual types of collateral such as cash value of life insurance, mortgages on real 
estate or plant, or accounts or notes receivable. The loan is generally repaid in 
monthly installments. Interest rates on bank installment loans are high, commonly 
ranging from 7 percent to as much as 20 percent or in some cases more. 

To satisfy intermediate credit requirements the banks are increasingly making 
term loans. Though they are akin to the older debenture, term loans as such first 
became common in the 1930’s. A term loan is definable as a business loan that is 
repayable, according to prior agreement between lender and borrower, after a 
period of more than one year.2? Term loan maturity periods average around 5 
years but often run to 10 or 15 years. Term loans are frequently unsecured when 
made to large firms, but less often when made to small concerns. Term loan con- 
tracts usually include specific provisions for repayment out of earnings. Interest 
rates on commercial bank term loans are in striking inverse relation to the size of 
the loan. While 1 percent or 2 percent is not an unusual rate on large term loans, 
from 5 percent to 7 percent is commonly asked on small term loans.”* 

Up to the present, term loans made by banks and insurance companies have 
been mainly to large or medium-sized companies—generally to companies with assets 
of over a million dollars. Large companies are more and more using term loans 
instead of short-term renewable loans, and instead of public security issues. The 
American Bankers Association as well as certain individual banks have recently 
announced programs which avowedly will increase term lending to small business. 
During the period 1934-41, the average asset size of business firm securing term 
loans from commercial banks apparently tended to increase slightly rather than to 


decrease.?” 


1° Td. at 134-5. 
2° Cf, Jacopy AND SAULNIER, TERM LENDING To Business (National Bureau of Economic Research, 


New York, 1942) Ch. 1. The definition of a term loan may also well include an upper stated maturity 
limit to distinguish it from long-term credits. Fifteen years (é.e., under 16 years) makes a good arbi- 
trary ceiling. See id. at 56. 


31 Id. at Chapter 6. 
331d, at 68. Cf. also Posr-War SMALL Business Crepir CoMMISssION: Purposes, ORGANIZATION, METH- 


ops OF OPERATION (American Bankers Association, New York, undated), p. 1: “By 1940 . . . some 3,000 
banks had two and a half billion in term loans outstanding. For the most part, these were the larger 
banks and larger loans, averaging about $600,000 each.” 
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Trust Companies and Bank Trust Departments* Trust*companies and bank 
trust departments are a minor source of short and long-term business funds. For 
example, in the Commerce study previously referred to** approximately 1 percent 
of the replying firms used trust companies as a source of working capital.2> The 
conditions of such loans depend entirely upon the stipulations of the particular 
trust plus the discretion of trust officers in acting under the trust. 

Credit Groups. The correspondent bank relationship, under which larger banks 
help smaller banks to make loans and render other services they cannot easily handle 
on their own, has for many years been characteristic of commercial banking in 
this country. Although in some cases the correspondent relationship has made 
small banks subservient to large ones, on the whole the system has probably been 
advantageous to large and small banks and to the business community generally. 

Recently, the Post-War Small Business Credit Commission of the American 
Bankers Association has carried this concept a step further by sponsoring the for- 
mation of bank credit groups.”® Set up on an area basis, such groups are intended 
to help banks band together to meet credit needs which they cannot handle indi- 
vidually or on a correspondence basis. Extended discussion of this topic is omitted 
from this article since it is fully discussed elsewhere in this symposium." 

Conclusion. The field of commercial banking is plagued by an extreme scarcity 
of reliable data on the size and type of business loans made, the rates and other 
conditions set on such loans, and the size and type of business receiving them. 
Application of the three tests mentioned in Section I nevertheless suggests the fol- 
lowing conclusions: 

Both small and large businesses still rely heavily on the commercial banks for 
funds. Yet the range of bank loans available to small concerns is much more lim- 
ited than those available to their large competitors. Banks provide large business 
with intermediate credit through term loans, including extended equipment loans, 
and, in effect, through “continuous” lines of credit. Small firms, on the other hand, 
are in general confined to short-term loans which, even where renewable, are recog- 
nized as an unsatisfactory and expensive source of intermediate credit. 

On short-term loans the rates to small borrowers are almost invariably higher— 
frequently three times or more higher—than the rates to large borrowers; and small 
borrowers, unlike large ones, are generally required to furnish collateral. Rate 
differentials are further increased by virtue of the fact that small borrowers must 
often resort to short-term loans for long-term purposes. Moreover, the practice of 

3° Mutual savings banks are not discussed in this paper because, while they hold investment port- 


folios and make mortgage loans, they are in general prohibited by law from making other types of 
business loans. 

2“, S. Dep’r oF ComM., op. cit. supra note 7, at 66. 

*51t is possible, however, that some firms mentioning trust companies were using the banking de- 
partments of trust companies. 

*°'The ABA prefers the term “groups,” as applied to this program, rather than “pools,” since the 
funds, though they are considered to constitute a “credit reservoir” for each area, are not actually 
pooled in advance. 

"7Drew, The Role of the Commercial Bank, infra p. 386. 
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deducting interest in advance and the common requirement of a minimum balance 
tends to weigh more heavily on small borrowers than on large. 

The fact that large concerns enjoy greater access to certain other sources of funds 
(described below) still further increases their competitive advantage over small 
concerns which rely on bank borrowing. 

Trust companies and bank trust departments are at best a minor source of busi- 
ness funds. 

It is too early to draw conclusions on the effect of the bank credit group pro- 
gram on the availability of small business loan funds. So far there appears to be no 
evidence that it will reduce the differential between large and small companies; 
nor has this reduction even been specifically announced as one of the objectives of the 
program. 

III. Orner Private Sources oF Funps 

In addition to commercial banks and trust companies, small business relies to 
greater or less extent on a number of other private sources of funds. These other 
sources include industrial banking companies, small loan companies, factors, insur- 
ance companies, commercial paper houses, equipment manufacturers and other sup- 
pliers, trade credit, private venture capital, the capital markets, parent companies, and 
private industrial development groups. 

Industrial Banking Companies. Some industrial banks to all intents and pur- 
poses resemble the traditional commercial bank, while others resemble small loan 
companies; yet the industrial banks are really in a group by themselves. Though 
precise definition is difficult, an industrial banking company may be described as 
any bank that specializes in consumer installment loans and gets at least part of its 
working capital from customer deposits, the sale of small-denomination “investment 
certificates,” or both.?8 Morris Plan banks are typical of industrial banks. Total 
credit outstandings of all industrial banking companies as of the end of 1938 are 
estimated as roughly $250 million.”® 

The term “industrial bank,” though somewhat of a misnomer, was originally 
coined because of the early emphasis of such banks on consumer loans to industrial 
workers. The industrial banks have continued their emphasis on reaching “the man 
in the street,”*° but the number of business loans made by such banks has been in- 
creasing in recent years. It is estimated that in 1938, for example, some 12 percent 
of the outstanding loans of insured industrial banks were commercial and industrial 
loans.** Moreover many of the personal loans made to individuals are for business 
purposes. 

Industrial bank loans range from as low as $50 to as much as $10,000, depending 


s (Nat'l Bureau of 


28 Cf. SauLNIER, INDUSTRIAL BANKING COMPANIES AND THEIR CREDIT Pxac 


Economic Research, 1940) 12-14. 

2° SAULNIER, id. at 27. 

®° See, for example, Boushall, Seven League Boots for Business (Oct. 1944) BaNnxins 29 (President 
of the Morris Plan Bank of Richmond). 
“2 SAULNIER, Op. cit. supra note 28, at 78. 
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among other things on the law in the particular state. For example, in Arizona, 
Pennsylvania, and Wisconsin, cash loans up to $1,000 are permissible; in Kentucky, 
$2,000; in Colorado and Rhode Island, $5,000. In some cases (for example, in the 
District of Columbia, which restricts such loans to $200), industrial banking com- 
panies operate under regular bank charters, and so are able to lend much larger 
amounts. The length of time for which loans may legally be made also varies from 
state to state. Typically it is one year or two years. Some states have no legal 
limitation. 

The rates industrial banks may charge are regulated by law in many states; but 
competition with banks and small loan companies often brings the rates to well 
below the legal maximum. Unlike the personal finance company, which usually 
levies its charge as a specified rate per month on unpaid principal balance, the indus- 
trial banking company generally quotes its loan charge as a certain rate of discount 
plus a charge for credit investigation.5* Some companies omit the credit investiga- 
tion fee; others vary it inversely with the size of the loan. Six to eight percent is 
a common rate of discount. But since industrial bank loans, like personal finance 
company loans, are paid off in regular installments, the effective interest rate is 
typically (since the “average” size of the loan is approximately half its face value) 
about twice the stated rate. 

In 1938 the average size of loan made by a sample of ten Morris Plan banking 
companies was $288.** Applying the first of the three criteria, it seems clear from 
this and other evidence that industrial banking companies, in so far as they make 
industrial and commercial loans, make them mainly or almost exclusively to small 
business. While industrial banking companies grant somewhat more favorable 
rates and other conditions on their larger loans than on their smaller ones, the 
differential is on the whole not great. 

As applied to industrial banks the third criterion is the most important. Large 
companies almost universally obtain from some alternative source the type of funds 
that many small concerns obtain from industrial banks. And here there is no 
comparison between the respective rates and other conditions. A small concern 
which borrows at an industrial bank is likely to pay a total effective charge of from 
12 percent to 20 percent or more per annum for short-term money which a large 
company can get for 1 to 4 percent per annum. This comparison is not necessarily 
a reflection on the industrial banks, which specialize in lending operations which, 
to be profitable, require relatively high rates of interest. 

Small Loan Companies. The activities of small loan companies (otherwise known 
as personal finance companies)** in some ways resemble those of industrial banks 


52 7d. at 91-95. This statement and the following remarks should be qualified by pointing out that, 
as already implied, some so-called industrial banks operate under charters which permit them to offer 
the same services and follow the same procedures as regular commercial banks. 

33 Td. at 85. 

** Small loan companies are also sometimes called simply “finance companies,” a vague term which 
is frequently applied indiscriminately to any or all of the “intermediate” financing institutions. Cf. 
WESTERFIELD, Money, CreDIT AND BanxiNc (The Ronald Press Company, New York, 1938) 1014 ff. 
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and commercial bank installment loan departments; but in general they lend smaller 
amounts and their charges are higher. Most state laws limit small loan companies 
to loans of $300 or less. The law often allows them to charge interest as high as 
30 to 42 percent on a percent-per-year basis. The quoted rate is usually expressed 
as a percent per month of the unpaid balance. Keen competition among small loan 
companies often drives the rate below the legal maximum. 

As Young states,®° “Practically the entire credit market tapped by personal 
finance companies is composed of individuals, mainly urban residents, whose an- 
nual incomes are between $500 and $3500.” But many of these individuals appear 
to be business proprietors, and professional people. For example, one of the leading 
small loan companies reports*® that approximately 10 percent of the number of loans 
it makes go to business proprietors, and about 2.6 percent more to professional 
people other than school-teachers. 

The average size of small loan company loans is very small; in 1937 it was only 
$147 for a sample compiled from data supplied by the state banking departments of 
thirteen states.” Other data indicate that the loans made to business proprietors 
in Detroit by one of the leading small loan companies generally ranged from $135 
to $185.2® Thus it seems clear, in answer to the first of the test criteria, that small 
loan company loans made for business purposes go to small businesses. 

When applied to the small loan company, the second criterion, relating to the 
comparative rates and other conditions to large as against small borrowers, is hardly 
applicable since all or nearly all of its business is done with small borrowers. Appli- 
cation of the third test of course leads to the statement that large concerns, who 
never or practically never resort to personal finance company borrowing, can obtain 
working money far more economically from several alternative sources. The small 
business which obtains a personal finance company loan is competitively handi- 
capped not only by paying interest at perhaps 25 percent per annum as against 
several percent for bank money, but also by having to put up substantial collateral 
compared to the collateral-free bank loan which the large concern is often able to 
obtain. 

Factors. Factoring companies or factors are concerns which specialize in buying 
outright the receivable accounts of their clients. The client concern—a textile man- 
ufacturer, for instance—usually relies on his factor’s advice as to what trade credit 
he should extend. He then sells all his accounts receivable to the factor without 
recourse; that is, the factor agrees to take any losses on the purchased receivables. 

Factoring companies have been operating in various parts of the world since the 
fourteenth century. Although there were only some 17 factors (not counting 
branches) in this country as of 1940, it is estimated that they did about $800 million 
worth of business. In addition there are in many cities self-styled factoring con- 
cerns which do not actually purchase receivables but instead merely make loans on 


85 RarpH A. Younc and AssociaTes, PERSONAL FINANCE COMPANIES AND THEIR CREDIT PRACTICES 


(National Bureau of Economic Research, New York, 1940) 51. 
3° 7d. at 100. 87 Id. at 47. 58 7d, at 99. 
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the security of accounts receivable. (Commercial banks and other financing institu- 
tions also often make loans on accounts receivable.) 

The factors are geographically very poorly distributed, since most of them are 
located in New York City, with a few companies in Boston, Chicago, and other 
large cities. In the past, most of the clients of factors have been textile manufac- 
turers, converters, and selling agents. Lately the factors have extended their serv- 
ices into such fields as shoes, home furnishings, petroleum products, radio tubes, 
lumber, coal, and metal products; but it is estimated that these non-textile fields 
still account for only about 10 percent of factoring volume.*® In the textile field, 
the clients of the factors include all sizes of concerns ranging from the smallest to 
the very largest. For the bulk of their clients the factors hold somewhere between 
$30,000 and $300,000 in receivables for each client at any one time, “with most of 
the factoring business originating in the larger accounts. . . .”*° 

Appraisal of factor charges is complicated by the fact that the factors do not 
merely lend money but also render various management services including the 
selection and collection of risks. The factor’s commission, which may run from 
.75 percent to 2 percent of the sales cashed, is designed to remunerate him for these 
latter services. In addition he charges interest which, though higher in years past, 
is now in the neighborhood of five or six percent. Although total charges vary 
according to the volume and quality of the receivables the client offers, there appears 
to be no clear evidence that large and small clients receive different treatment. 

In terms of the test criteria, then, a large proportion of the factors’ clients are 
in the small business category. The factors apparently offer more equality of 
treatment to varying sizes of clients than is accorded by most of those financial 
institutions which are patronized by both large and small concerns. With regard 
to the last of the three criteria, although the large company can and generally does 
get cheaper money from its bank connections or out of income than it does in 
effect from a factor, the “extra” services rendered by the factor help to equalize this 
differential. Thus the small company which patronizes a factor for the particular 
segment of its financial needs which the factor is equipped to handle, is not neces- 
sarily at a marked competitive disadvantage compared with its larger rival in meet- 
ing these particular needs.** 

Insurance Companies. Insurance companies make mortgage loans on improved 
residential and commercial property and in some cases on industrial property. Small 
retailers and owners or purchasers of other small commercial properties, as well as 
home owners and purchasers, are often able to obtain such mortgage loans. 

Insurance companies also extend long-term credits by buying bonds and notes 
issued by large corporations. The insurance companies are in addition making an 
increasing number of business term loans other than mortgage loans. To date 


8° SAULNIER AND JACOBY, Op. cit. supra note 18, at 60. 

4° Ibid. 

“1 For an interesting discussion of other services rendered by the factors, see Hittyer, Keys To 
Business Cash (Harper, New York, 1942). 
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these loans have gone entirely to the larger companies (those with assets of over 
$1 million).** The average individual insurance company term loan has been in 
the neighborhood of $3.8 million. Moreover most of these term loans are unsecured, 
These loans, while doubtless a proper type of insurance company investment, fur- 
ther increase the credit and capital handicap of small business. 

In the future the insurance companies may find it desirable to extend term loans 
to diversified types of small concerns. This movement may be given impetus by 
virtue of the fact that insurance companies as lending institutions are expected to 
be eligible under RFC’s new loan-guarantee program (discussed in pages that 
follow). 

Commercial Paper Houses. The commercial paper houses or dealers** provide 
business concerns with short term funds by purchasing their notes at a discount on 
the open market and then selling these notes to investors, principally banks. Com- 
mercial paper volume outstanding reached its peak ($1,296 million)** in 1920 and 
has been much below that level ever since. In January 1945, for example, com- 
mercial paper outstandings amounted to $130 million.** The decline in the use of 
commercial paper is traceable to some of the same factors which reduced the ratio 
of commercial bank loans and discounts to total commercial bank resources by 
more than half between 1920 and 1940.** Nevertheless, the commercial paper house 
warrants consideration in that its rates are so low. As Greef states,*” “The average 
rates on prime paper for the years 1919-1935 . . . were undoubtedly lower than the 
average rates charged by banks on direct loans to their own customers” during the 
same period. Discount rates have not averaged more than 1 percent in any year 
since 1934. In the latter part of 1941 the rate for prime commercial paper (4 to 6 
months) ** reached a low point of .50 percent; as of January 1945, the rate stood at 
.75 percent.*® In addition to the discount the commercial paper dealers charge a 
commission which ranges from ¥% of 1 percent, or less, to 4 of 1 percent of the 
face value of the paper; the average commission is probably something less than 4 
of 1 percent.*° Thus in the last few years the total charge to the borrower has 
stood at less than 1 percent of the face value of the notes offered. In general the 
commercial paper house is the most economical institutional source of short-term 


funds. 


*2 Jacoby AND SAULNIER, OP. cit. supra note 20, at 3, and passim. 

“8 Note brokers, who handled commercial paper on a commission basis without actually purchasing 
it, were formerly important but are now of minor significance. 

“* Greer, THE CoMMERCIAL Paper House IN THE UniTeD States (Harvard University Press, Cam- 
bridge, 1938) Table 2. 

“5 (March, 1945) 31 Fep. Res. But. 252 (table). 

“© Wittis, THE FUNCTIONS OF THE COMMERCIAL BANKING SysTEM (King’s Crown Press, Columbia 
University, New York, 1943) ch. 8; GrEEF, op. cit. supra note 44, ch. 3 and p. 100; also, the Winter, 
1939, issue of THE InpEx (N. Y. Trust Co.) 66-67. 

“7 GREEF, Op. cit. supra note 44, at 320. 

*8U. S. Dep’r or ComM., SuRVEY OF CuRRENT BUSINESS, 1942 SUPPLEMENT, 65. 

“° (March, 1945) 31 Feb. Res. Butt. 253 (table). 

5° GREEF, Op. cit. supra note 44, at 350. 
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Small business is for the most part unable to take advantage of this low-cost 
money source. As Westerfield states:* 


“In general the open market borrowers are large concerns. . . . The reasons for the 
large proportion of large concerns is that the broker [or dealer], whose earnings come 
from a narrow commission, does not find it worth his time to bother with the small 
batches of paper of small concerns. Most of his expenses do not vary with the size of 
the issue, but are the same for large and small amounts. Furthermore, the brokers find 
it so difficult to sell paper of concerns having resources from $100,000 to $150,000 that 
they usually refuse to undertake such sales, and many cater only to firms with a half- 
million or more assets. The market for the paper of small and less-known concerns is 
restricted since banks find it harder to look them up and satisfy themselves as to the 
quality of the paper, although the small concerns are often quite as good for the amount 
they borrow as are the larger ones for the proportionately large amounts they require.” 


In terms of the test criteria, the commercial paper houses are practically unavail- 
able to small business as a source of short-term funds; the rates charged by them 
to small business therefore cannot be indicated. On the other hand large companies 
that are able to make use of this source can obtain short-term money therefrom 
at rates lower than from any other standard institutional source. 

Equipment Manufacturers and Other Suppliers. Manufacturers of various types 
of industrial equipment offer financing plans under which the purchaser of the 
equipment can buy it on terms and pay for it out of income. This affects small 
business in two ways: in its capacity of manufacturer of such equipment, and in 
its capacity of purchaser of such equipment. 

As purchasers of such equipment small companies are, at least in theory, pro- 
tected from discrimination as to price or terms offered by the Robinson-Patman 
Act and corresponding state statutes. Thus the first two test criteria lead to the 
conclusion that both large and small concerns to some extent use equipment sup- 
pliers as sources of credit, and that nominally there is no discrimination as to terms 
offered. Applying the third test, however, we find the picture clouded by the fact 
that large companies, far more than small, are able to buy industrial equipment 
and supplies for cash and thereby not only avoid the cost of special time-payment 
arrangements but also take maximum advantage of cash, quantity, and trade 
discounts. 

Small business in its capacity of producer of industrial equipment (or, for that 
matter, of agricultural equipment, consumer durable goods, et cetera) finds itself 
at a marked disadvantage in that it so often does not have the financial resources 
which are more and more employed by larger competitors to provide special install- 
ment payment provisions for customers.” 


51 WeEsTERFIELD, MONEY, CREDIT AND BANKING (Ronald Press, New York, 1938) 1006. 

‘2 The rapid growth of the sales finance company, which buys installment paper from retail and 
other businesses, has not removed this disadvantage. The rates charged by such companies, though sub- 
ject to wide variation, are well above the costs encountered by large concerns in handling their own 
paper or discounting it at their banks. For a discussion of sales finance company charges, see PLUMMER 
AND YounG, SALES FinaNcE CoMPANIES AND THEIR CREDIT Practices (National Bureau of Economic 
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Trade Credit. In addition to the forms of installment credit mentioned in the 
preceding section, small business relies heavily on trade credit extended on a non- 
installment basis by manufacturers to wholesalers and jobbers, and by these to 
retail trade in supplying inventory and equipment in advance of payment. Such 
credit is highly important to the wholesale and retail trade;®* indeed many small 
wholesalers and retailers could never get started or continue in business without it. 

While such credit has probably, at least from the immediate point of view, facil- 
itated the distribution of goods and services, it has a number of disadvantages. In 
the first place few small companies can say what such credit costs them; if the cost 
is exorbitant, they frequently do not detect the fact. Second, the presence of at- 
tractive cash discounts may and often does mean that those firms who obtain short- 
term credit by not taking advantage of the discounts do so only on an expensive 
basis. Third, much trade credit is really bank credit furnished indirectly through 
the wholesaler (or other supplier) as an intermediary; the retailer tends to pay two 
charges on such credit. Fourth, trade credit relationships are not infrequently used 
for coercive purposes. Wholesalers may with immunity fill orders with inferior 
goods, or they may threaten to close credit if a retailer tries to carry competing 
brands. Fifth, the small distributor or manufacturer who is dependent upon trade 
credit is at a decided disadvantage compared to the company which can get credit 
from alternative sources; the latter concern can not only “bargain down” the cost 
of credit, but, more important, it can use its credit to “bargain down” the prices 
of the goods it buys. Ability to pay cash on delivery or within a few days’ time 
(or even to advance money to help finance the manufacturer or other supplier— 
trade credit in reverse, this might be called) gives any company a powerful com- 
petitive advantage, particularly when it is dealing with small suppliers. Access to 
adequate “bargaining capital” is indeed one of the most important reasons why 
large manufacturers and distributors get goods at lower prices. Sixth, small man- 
ufacturers, jobbers, and wholesalers, commonly lack the bank accommodations™ 
necessary for them, in their capacity as suppliers of trade credit, to match the 
accommodations offered by their large competitors. 

In terms of the test criteria, a very large proportion of the short-term credit 
extended by manufacturers, jobbers, and wholesalers goes to their smaller customers. 
Although satisfactory quantitative data on the.subject are scarce, it appears that 
this credit is often on an expensive basis, that the effective interest rate is often 
hidden, and that small concerns which become dependent upon such credit are 
frequently victimized by their regular suppliers or are in a competitively unenviable 
position when they shop in the open market for goods. For all of these reasons 
large concerns customarily make slight use of trade credit as such; instead they 


Research, New York, 1940), Chapter 8. See also other volumes in the National Bureau of Economic 
Research series entitled Studies in Consumer Installment Financing; also Reram. Crepir Survey: 1943 
(Board of Governors of the Federal Reserve System, Washington, 1944). 

58 See, for example, ReTar. Crepir SURVEY: 1943, Op. cit. supra note 52. 

54Tn some situations receivables financing alleviates, though it does not erase, this difficulty. 
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tend to finance inventory on a less expensive basis through internal and other 
external sources of funds. 

Private Venture Capital. Prior to the First World War the credit and capital 
requirements of business, particularly small business, were largely met from local 
private venture capital. That the private investor still supplies some credit and 
capital is indicated, for example, in the results of the Commerce study already cited, 
where about 4 percent of the replying small manufacturers stated that they used 
personal and private loans to help meet their working capital needs, and 7 percent 
stated that they used such loans to help meet long-term capital needs.° The per- 
sonal funds of small entrepreneurs who invest in their own businesses is likewise 
still a source of capital. For example, of a sample of enlisted service men who in 
a recent survey indicated definite intentions to start their own businesses, some 45 
percent stated that they intended to invest between $2,000 and $10,000, and 4 per- 
cent said they would invest more than $10,000." 

It is plain, however, as these figures themselves help indicate, that the local in- 
vestor is now of minor importance as a direct source of business venture capital. A 
number of factors, most of them revolving about the fundamental changes that 
have taken place in the technological bases of our economy, are responsible. New 
methods of transportation and communication, new preduction techniques, and the 
growth of production for a national market which these other changes made pos- 
sible, destroyed the investor’s earlier orientation primarily in terms of his own 
community; and the new “big-time” ventures often required so much capital that 
local sources could not supply it anyhow. The concommitant rise of nation-wide 
security markets, and of security speculation, provided expanded outlets for invest- 
ment which drew funds away from local investment. The growth of metropolitan 
areas helped destroy the personal contacts which were the basis of much of the 
older investment activity. The private investor as a source of venture capital now 
tends to be looked upon by most large businesses, and many small ones, not as a 
standard way to obtain risk money but as a sort of last resort. This is clearly im- 
plied in the Commerce study which indicates that more than twice as many of the 
sampled small manufacturers reporting credit difficulties relied on personal and pri- 
vate loans as those reporting no credit difficulty. 

Application of the test criteria appears then, to lead to the following conclusions: 
While private investors enter into direct, active financial participation in small ven- 
tures much more frequently than in large ones, the whole tendency in recent years 
has been for them to use their resources for “passive” investment in the security 
issues of large corporations or of the government. Moreover the typical private 
investor is willing to accept a much lower return from his “safe” portfolio of gov- 
ernment or large corporation securities; conversely, he tends to expect a “speculative” 
return as well as a normal rate of interest from any money he puts in a small enter- 


55 Op. cit. supra note 7, at 66. 
°° Myers, Post-War Business Plans of GI's (Jan. 1945) Domestic ComMeRcE 11, also, the same 
author’s Small Business for Veterans, this symposium, p. 344. 
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prise. He also frequently demands a share of actual control. Thus the large con- 
cern is generally able to obtain money indirectly from the individual private investor 
far more economically than the small concern can obtain it directly. 


The Capital Markets. Although use of the capital markets is a standard method 
by which the large corporation can obtain funds, the source is largely unavailable 
to small business. This is suggested by the Commerce survey, which found that 
only some 12 percent of the replying manufacturers stated that they made any use 
of stock or bond issues for meeting long-term capital requirements. 


As Gromfine states on the basis of SEC data: 


“For all practical purposes the organized capital markets are closed to small business. The 
cost of small security issues (less than $250,000) is seldom less than 10 percent and some- 
times almost 25 percent of the issue. It ranges up to five times the cost to large com- 
panies and makes financing through the sale of stocks and bonds highly impractical for 
small firms.”5* 


Contrary to popular impression, the cost of SEC registration is not an important 
factor in explaining the difficulty of small issues. The statute has permitted exemp- 
tion from registration of issues of less than $100,000; an amendment has recently 
increased the exemption limit to $300,000." Where registration is necessary, studies 
by the SEC based on the period 1938-1940 show that the cost of registration for issues 
of less than $1 million averages only 6.56 percent of the cost of flotation of the issue 
(not of the total amount of the issue).°° 

Moreover, even when the small firm does pay the expense of an issue, it is apt 
to have great difficulty in selling it. For example, another SEC study® shows that 
only 24 percent of the value of securities registered by 757 unseasoned companies, 
mostly small companies, were actually sold. Of these issues, 497 were for new 
ventures for which only 15 percent of the amount registered could be disposed of; 
even the remaining 260 companies, which were going concerns, sold only 40 per- 
cent of the amount issued. 

Summarizing in terms of the test criteria, it appears that in spite of difficulties 
a minority of small firms obtain capital through security issues, but that the cost 
to them of obtaining money this way is several times the cost to large concerns. 
And since, once issued, the securities of small companies are generally only partially 
sold, the cost to them is apt to be again doubled or multiplied several-fold. 

Parent Companies. If a small company is an affiliate of another concern, it can 
often obtain funds from the parent company. A small minority of the manufac- 
turers included in the Commerce study stated they obtained short or long-term 


57 GroMFINE, A PRELIMINARY REPORT ON THE FINANCIAL PROBLEMS OF SMALL Business (study pre- 
pared in the Bureau of Labor Statistics, U. S. Department of Labor, Washington, 1943, and distributed 
by the Smaller War Plants Corporation for administrative use) 57. 

58 Public Law 55, 79th Cong., 1st Sess. (1945), ch. 122. On effects of securities regulation, see later 
in this symposium, Margraf, Does Securities Regulation Hinder Financing Small Business, p. 301. 

®° Cited by WEISSMAN, op. cit. supra note 15, at 58. 

60S. E. C., SaLes Recorp oF UNsEASONED REGISTERED SECURITIES (1941) p. 3 and Table 1. 
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funds in this manner.®* Or if a small concern is presently not affiliated it can 
frequently become so if it wants. Many large manufacturers, mail order houses, 
etc., are constantly on the lookout for small firms—especially those making more 
or less unique products—which they can take over as branches or affiliates. Sim- 
ilarly, oil companies, chain drug stores, grocery chains, etc., often seek retailers 
whom they can buy out, take a financial interest in, or establish as more or less 
independent outlets. Credit relief is often stressed as an advantage in such proposals. 

By definition any such affiliation implies a loss of independence; and many is 
the small businessman who, prodded by his acute need for working or long-term 
money, has got it at the expense of losing all effective control over his company. 
Yet the syllogism must not be applied carelessly. Affiliation may in some cases 
increase the capacity and efficiency of the small concern; the Research Institute of 
America goes so far as to say® that “Odds are that the small manufacturer, supplier 
or distributor who associates himself with a large company has the most secure 
future.” But it adds that “On the other hand, many companies don’t want to pay 
the price of their independence which such association frequently costs.” More- 
over concentration of business control has economic, political, and even sociological 
implications far beyond the immediate effects on the concerns directly involved. 

Though they cannot be examined in this article, it is possible that affiliated 
groups of small concerns may prove as effective for peacetime production as they 
have in some instances for wartime production. A related possibility is for groups 
of small firms jointly to set up special service organizations designed to provide 
financial, technical research, accounting, and similar services on a larger scale than 
any of the members could individually manage.™ 

Private Industrial Development Groups. Although it cannot be treated in this 
paper, another source of small business funds, particularly long-term loan and 
equity funds, is the private industrial development group. A companion article in 
this symposium describes one such group—the Baltimore Industrial Corporation— 
which has operated on a modest but successful scale for a number of years. The 
Louisville Industrial Foundation is another well-known example.™ 

Ferdinand Eberstadt, in a recent address® on the financial problems of small 
business, concludes in part as follows: 


With all these conditions and circumstances in mind, I suggest for your consideration 
that local communities might tackle the job of furnishing capital to small and new 
enterprises by forming local investment companies or pools of capital to be obtained 


*1 Op. cit. supra note 7, at 66. 

°2 RESEARCH INSTITUTE OF AMERICA, THE SMALLER CoMPANY AFTER THE War (1944) 2. 

®3On these two possibilities cf. Business WEEK, Sept. 4, 1943, Pp. 34, and Mopern DisrrisuTion, 
April 13, 1945, p. 2. 

°* Cf, Hopkins, THE Lovuisvitte INpustRIAL Founpation: A Stupy 1n CoMMUNITY CAPITALIZATION 
oF Locat Inpustries (Federal Reserve Bank of Atlanta, 1945). 

®5 Remarks of F. Eberstadt before the 27th Annual Convention of the National Association of Securi- 
ties Commissioners at St. Louis, Missouri, co December 12, 1944 (mimeographed: F, Eberstadt & Co., 
New York). Reprinted in Commercial & Financial Chronicle (New York) December 21, 1944, p. 9. 
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from local businesses, banks, and public spirited citizens without imposing an undue 
burden on any individual or group. If certain reasonable requirements are met, govern- 
ment could well supply additional funds through preferred stock as it did to the banks. 
Perhaps such companies. could be encouraged through special State and Federal tax 


advantages. 
Such organizations could purchase equity shares in small and new enterprises, hold- 


ing them for a time, subject to redemption out of profits, or to be disposed of through 
local investment dealers. . . . 


The Investment Bankers Association has recently backed the principle implicit 
in Eberstadt’s proposal by formally recommending a nation-wide system of local 
community investment companies. Under the IBA program the Board of Gov- 
ernors of the Federal Reserve System would have authority to grant charters to 
local investment companies. The Federal Reserve bank of the particular district 
would be obligated to purchase debentures of the local company up to an amount 
equal to three times its paid-in capital. The local company would be authorized 


to purchase for investment or resale mortgage bonds, debentures, preferred and common 
stocks of corporations within the Federal Reserve District, and to make loans to unin- 
corporated businesses. The amount of such loans made to, or securities purchased at 
any one time from a single issuer would be limited to $100,000.°¢ 


It is perfectly true that the record of private industrial development groups has 
to date been spotty.®” Such groups have, for example, often been used as devices 
to enable a few men to preempt control of promising local ventures. Yet it is rea- 
sonable to suppose that such tactics need not characterize private industrial develop- 
ment groups. As an analogy, certain of the more flagrant practices commonly 
employed by corporations in the “empire-building” days of the late nineteenth and 
early twentieth century have been outlawed by statute or have otherwise become 
unfashionable. Private industrial groups can be regulated by special legislation if 
necessary. The evidence suggests that, as sources of long-term financing as well as 
technological, production and marketing assistance, such groups may warrant much 
increased attention in the future. In terms of the three criteria, these groups already 
appear in at least a few instances to have provided most of their assistance to 
medium-sized or small concerns; to have helped small concerns obtain equity and 
other long-term funds more economically than through alternative sources; and 
to have made it possible for small companies to reduce their handicap compared to 
large companies in securing funds and other assistance. 


IV. Pusric Sources 


Federal Reserve Assistance under Section 13b. In 1934, in the midst of great 
business hardship, Congress amended the Federal Reserve Act to include Section 
13b, authorizing direct loans by Federal Reserve banks.°* This was a departure 


°° Journal of Commerce (New York), April 25, 1945, pp. 1 and 6. 

®7 Cf. Cu. oF Comm. oF U. S., Community INpustrriAL Financinc Pians (Washington, mimeo- 
graphed, undated but issued in 1939). 

8 48 Srar. 1105 (1934), 12 U. S. C. (1940) §352a. 
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from the original central bank theory which held that the Federal Reserve banks 
should be restricted to dealings with banking institutions. At the time it was 
enacted, many considered Section 13b a somewhat radical measure. Section 13b 
permits the Federal Reserve banks to make direct loans to any established industrial 
or commercial enterprise, provided the concern is unable to obtain from the usual 
sources the necessary financial assistance on a reasonable basis. The maturity of 
any such loan must be not more than five years, and the loan is to be used for 
working capital purposes only. Section 13b also authorizes any Federal Reserve 
bank to enter into participation commitments with other banks in its district to 
take over up to 80 percent of a loan either when the loan is made or at any time 
the local bank should desire it. The act also provides for the appointment of in- 
dustrial advisory committees in each Federal Reserve district to make recommenda- 
tions on all 13b loans. 

Under Section 13b and other powers already possessed, the Federal Reserve banks 
may thus make loans directly to a borrowing firm, discount for or purchase such 
obligations from any financial institution in their districts, make loans to the financ- 
ing institution on the security of these obligations, or enter into participation com- 
mitments with regard to such discounts or loans. In a regulation issued shortly 
after the Act of 1934 became law, the Federal Reserve Board stated that in passing 
the Act, Congress had recognized “the need of many small and medium-sized in- 
dustrial and commercial businesses for additional working capital to enable them 
to resume normal operations and to maintain employment or provide additional 
employment.”® This was confirmed by a press release issued about the same time 
which stated that loans under Section 13b would be chiefly “to small and medium- 
size enterprises, which have the greatest need for such assistance.”*° 

Activity under Section 13b reached its peak in 1935. At the end of that year, 
total credit outstanding amounted to $69 million. Of this total, $32 million” was 
in Federal Reserve bank loans outstanding, $28 million was in Federal Reserve 
bank commitments to make advances, and $9 million was in financing institution 
participations not covered by Federal Reserve bank commitments.” Even these 
peak amounts were not large in view of some appraisals of the magnitude of un- 
filled business credit needs or in comparison with the operations of the commercial 
banks, the Reconstruction Finance Corporation, or the Smaller War Plants Cor- 
poration. Since 1935, although there has been a mild increase in participations by 
financing institutions, operations under Section 13b have declined rapidly. There 


*° 12 Cope Fep. Recs. (1939), Explanatory Letter following §219.8 (Federal Reserve Board: “Dis- 
counts, Purchases, Loans and’ Commitments by Federal Reserve Banks to Provide Working Capital for 
Established Industrial or Commercial Businesses, Regulation S, approved June 26, 1934” [Washington, 


1934] 1). 
7 Press Release, Federal Reserve Board, June 28, 1934, reported in (July 1934) 20 Feo. Res. Butt. 


429, 430. 
™ On the basis of additional data obtained from the Federal Reserve Board, it appears that only about 
$20 million of this total was in the form of direct advances to business enterprises. 
78 (March 1945) 31 Fep. Res. Butt. 239 (table) with additional interpretation by Federal Reserve 


authorities. 
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was a slight increase in activity in the early defense and war period, but by the end 
of 1944 obligations outstanding reached the lowest point in the history of the pro- 
gram and were of negligible proportions.”* For the war period the chief explana- 
tion for the collapse in lending and participation activity under Section 13b is the 
large war production loan program inaugurated in mid-1942 under Federal Reserve 
Regulation V. The steady decline before the war is somewhat more difficult to 
account for; the common explanation that the need for credit under Section 13b 
passed with the end of depression conditions is not reassuring. Other possible rea- 
sons are that RFC credit facilities received far more publicity, and that the 13b 
program was handicapped by the requirements that loans be only for working 
capital (so that they could not, for example, finance the purchase of machinery), 
only for established enterprises, and with a maximum maturity of five years. 

Although the program based on Section 13b was announced as being: primarily 
for small and medium-sized business, this part of the business community turned 
out in practice not to be the major recipient of funds. For example in the second 
half of 1937, the latest period for which data are available, only 21 percent of the 
industrial advances, including commitments, approved by the Federal Reserve banks 
were reflected in loans of $50,000 or less. Seventy-nine percent were reflected in 
loans of over $50,000, and 30 percent were reflected in loans of over $400,000."* If 
small borrowers are defined as those requesting loans of $10,000 or less, then only 3 
percent of the funds allotted were to borrowers of that type. It is true that a sub- 
stantial proportion of the number of loans, as distinguished from the amount of 
funds, went to small concerns; but, particularly in view of relative needs, this is 
not a satisfactory test. 

A bill” (known as the Wagner-Spence bill) recently introduced in the Senate, 
and a companion measure” in the House, would further amend the Federal Re- 
serve Act to remove the direct lending provision of Section 13b and instead to 
permit the Federal Reserve banks to guarantee up to a go percent of any bank loan 
to a business enterprise.”’ The restriction that loans may be for a maximum of 
five years and for working capital purposes only would be removed. These bills 
carry the endorsement of the Chairman of the Board of Governors of the Federal 
Reserve System. Federal Reserve is a central agency in the recommendations (al- 
ready mentioned under private industrial development groups) of the Investment 
Bankers Association. Rudolph L. Weissman has proposed the creation of a Federal 
Reserve Investment Corporation based in part on the Federal Reserve System. His 


78 Ibid. 

4 Based on data in “Twenty-Fourth Annual Report of the Board of Governors of the Federal Reserve 
System, Covering Operations for the Year 1937” (Washington, 1938) 61. 

© S. 511, 79th Cong., 1st Sess., introduced February 12, 1945. 

TH. R. 591, 79th Cong., 1st Sess. (1945). 

™7Tt would seem worthwhile to consider modifying these measures to set a maximum—perhaps 
$200,000—on the individual size of loan which could be guaranteed by Federal Reserve; or criteria 
resembling those employed by Smaller War Plants Corporation (see infra note 90) might be incorporated. 
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recent book”® also summarizes other proposals for increasing the Federal Reserve 
System’s usefulness to small business. 

Summarizing in terms of the test criteria, the bulk of the funds lent or com- 
mitted under Section 13b have (judging by size of loan as the only available basis) 
gone to large rather than small business. Although the data on this point are 
meager, interest rates and collateral requirements—whether of the Federal Reserve 
banks making direct loans or of the banks making loans on the basis of Federal 
Reserve participation or commitments—have apparently been more liberal for the 
larger loans. Large corporations have been able to get working capital either from 
the Federal Reserve banks themselves or from other sources at less cost than small 
companies have been able to get it under Section 13b. 

Reconstruction Finance Corporation Activities under Section 5d. The RFC 
was first authorized to make loans to industry in 1933 under the so-called N.R.A. 
program for lending funds through mortgage loan companies. It was in 1934, how- 
ever, that Public Law 417 (73rd Congress), already referred to as having added 
Section 13b to the Federal Reserve Act, also added Section 5d to the Reconstruction 
Finance Corporation Act. Section 5d, though subsequently amended a number of 
times, has since 1934 served as the legislative basis for business loans. As amended, 
it stipulates that RFC is permitted “to purchase the securities and obligations of, 
and to make loans to, any business enterprise when capital or credit, at prevailing 
rates for the character of loan applied for, is not otherwise available.”® Such 
loans or purchased securities must be “of such sound value, or so secured, as rea- 
sonably to assure retirement or repayment.” ‘This last provision, inserted in 1938 
in lieu of the earlier blanket “adequately secured” would seem to permit RFC to 
make unsecured character loans; but the then chairman, in testimony before a con- 
gressional committee,®° felt that the amended Act did not permit such loans. The 
Act contains certain other lending criteria, such as that the borrowing firm must 
be in a solvent condition and that loans may be made in participation with banks. 
Section 5d(2), added in 1941, permits RFC to make loans for national defense 
purposes. RFC has also become the processing agent for all applications, originating 
with banks and other financial institutions, for business loans made to veterans of 
the Second World War and guaranteed by the Veterans Administration under 
Public Law 346, 78th Congress (the so-called “G. I. Bill of Rights” Act). This 
function includes a recommendation in each case as to whether the application war- 
rants a guarantee. 

As of the end of December, 1944, RFC had made loans and commitments to 
business enterprises for other than defense purposes totalling $661 million.®* Al- 
though RFC’s legislative basis would appear to have allowed it to serve as a primary 
source of small business credit, and although numerically speaking a considerable 


78 Supra note 15. 715 U. S.C. (1940) §606b. 

80 Frearings on H. R. 4012 (H. R. 3383), February 7-9, 1939; cited in T. N. E. C., Prostems oF 
Smat Business (Monograph No. 17, Senate Committee print, 76th Cong., 3d Sess., 1941) 228. 
81 RFC, Release of January 10, 1945, p. 3. 
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proportion of RFC’s loans and commitments have been for small concerns, the 
vast bulk of the $661 million total has been employed for the benefit of large com- 
panies. If small borrowers are again arbitrarily defined as those asking for $10,000 
or less, then only some 3.5 percent of RFC’s funds have been used for the benefit 
of this class of borrower. Only 16.5 percent of RFC’s loans and commitments have 
gone to borrowers of $50,000 or less. The picture for RFC defense loans is even 
less favorable to small business; 74 percent of the funds were allotted to loans of more 
than one million dollars. 

Interest on RFC loans has been reduced from an earlier 6 percent to 4 percent. 
The interest rate on all RFC loans is stated by RFC authorities to have been 6 
percent from April 1, 1934 (when lending operations under Section 5d began) to 
May 15, 1935; uniformly 5 percent from then until April 1, 1939; and uniformly 
4 percent from that date to the present.*? Banks participating with RFC have, 
from the start of the program, been allowed to charge a maximum interest rate of 
6 percent on their portion of the loans. Unlike commercial bank term loans, prac- 
tically all RFC term loans have been secured. Forms of security have included 
mortgages or liens on fixed assets such as real estate, plant, and equipment, pledge 
of inventories, assignment of accounts receivable, cash surrender value of life insur- 
ance policies, and endorsements of stockholders and others with independent finan- 
cial resources.** 

On March 1, 1945 the Board of Directors of RFC passed a resolution®* providing 
for a liberalized program under Section 5d. Under this program RFC has notified 
all banks in the country that it stands ready to execute a “participation” offer for 
any portion through 75 percent of any loan the bank wishes to make to a private 
enterprise, so long as the loan is for not over $250,000 and conforms to certain 
other conditions. Interest on the guaranteed portion of the loan must not exceed 
4 percent,®° though the bank can charge up to but not exceeding 6 percent on the 
unguaranteed portion. Government participation may be either on a deferred basis, 
with a pledge to come in on ten days’ notice whenever requested, or on an immedi- 
ate basis. 


52 RFC authorities state that on some loan contracts in the hands of borrowers the interest rate is 
still stated as 5 percent or 6 percent, but that on all such contracts the borrower has been billed only 
at the standard RFC interest rate prevailing at the time the billing was made. 

88 TacoBY AND SAULNIER, OP. cif. supra note 20, at 61. 

84 Reconstruction Finance Corporation: Resolution, dated March 1, 1945. 

85 The Government guarantee charge (also called a participation charge, though this term might well 
be reserved for participation loans involving joint advances of funds) is as follows: where the RFC 
guarantees over 75 percent and up to go percent (the maximum guarantee), of the loan, the guarantee 
charge is 1 percent per annum of the guaranteed portion of the loan; where RFC guarantees over 50 
percent and up to 75 percent, the guarantee charge is % of 1 percent; and where RFC guarantees up 
through 50 percent, the guarantee charge is % of 1 percent. (Under the new program, guarantees 
through 75 percent are handled under a blanket standard-contract agreement; guarantees above that 
percentage require special approval of the RFC Board of Directors.) In every case the bank retains 
the balance (ranging from 3 to 3% percent) of the 4 percent interest rate to the customer on the 
guaranteed portion of the loan. This makes an attractive investment for the bank; for example, alter- 
Native investment in U. S. Government bonds of long maturity would, on the basis of current yields, re- 
turn only around 2% percent, and Government bonds of maturities comparable to those of the guaran- 
teed loans might yield less than 2 percent. 
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Perhaps the most interesting innovation in the new program: is that amortized 
loans with a maturity of up to ten years are permitted. Heretofore, although the 
amended RFC act has not required it, maturities have generally been kept to five 
years. 

Applying the test criteria, it is clear that most of the money RFC has up to the 
present advanced under Section 5d has been used for the benefit of large rather 
than small business. RFC interest rates have, however, been twice reduced and 
have apparently been uniform for large and small borrowers.°® RFC security re- 
quirements, though they have probably shown some variation as between large 
and small concerns, have been much more uniform in this respect than security 
requirements on bank term loans. On the other hand term loans obtained by 
small concerns from RFC have often or generally been at higher cost and for 
shorter maturities than large concerns have been able to get similar funds from 
banks, for example. 

Although it is naturally too early to appraise the probable results of RFC’s new 
program, if it is pursued vigorously and with particular emphasis on small business 
term loans, drastic alteration of some of the foregoing statements may become 
possible. 

Smaller War Plants Corporation. Congress created the Smaller War Plants 
Corporation in 1942 by enacting the so-called Murray-Patman Bill as Public Law 
603 (77th Congress). The act stated that the new corporation should have capital 
stock of $150 million subscribed for by the Government through the Secretary of 
the Treasury.°” The Act vested the management of SWPC in a Board of five 
directors appointed by the Chairman of the War Production Board. A more recent 
statute®® extends the life of SWPC to December 31, 1946 (instead of to June 30, 
1945 as provided in the original Act) and transfers the power of appointment of 
the directors to the President. 

Among the fiscal powers which Section 4(f) of the Act delegates to SWPC are 
the power to make loans; the power to make bank participations; the power to 
purchase land, buildings, equipment, etc.; and the power to lease, sell, or otherwise 
dispose of, land, plants, supplies, and the like. Specifically framed for the benefit 
of small business, the Act gives SWPC broad discretion to determine those who 
should receive financial assistance, the specific objects and purposes of such financ- 
ing, and the terms and conditions to be set. 

While in the early period of its existence SWPC served primarily as a procure- 
ment agency assisting small business in obtaining war contracts, its lending powers 
have in the last year and a half assumed great importance. The basic loan policies 
which SWPC employs in practice®® are as follows: 


8° Participating banks have on the other hand often or usually charged more interest on their share 
of small loans than on their share of large loans. 

7 Late in 1944 Congress passed a bill increasing the capitalization of SWPC to $350 million. Act 
of Dec. 8, 1944, ch. 549, 58 Stat. 799. 

88 Act of April 27, 1945, Public Law 42, 79th Cong., 1st Sess. 

8° This information is based largely on SWPC internal memoranda; they are restated in more gen- 
eral terms in the SWPC official pamphlet entitled Loans To SMaLt Business (Washington, 1945). 
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1. The applicant must be a small®° manufacturing plant which adds to the value of 
some product. 

2. The applicant must be engaged, or expect to be engaged, in the production of 

goods for war or essential civilian purposes. 

There must be a reasonable prospect that the loan will be repaid. 

4. The applicant’s bank must always be offered the opportunity to take all or part 
of the loan. 


= 


Under its regular program SWPC makes term loans of from one to five years 
as well as short term loans. On all loans, and regardless of size of loan or size of 
company, SWPC charges a uniform interest rate of 4 percent. However, when the 
loan is in participation with a bank or other private lending institution—and there 
is increasing bank participation in the SWPC loan program—the bank may charge 
as much as, but not more than, 6 percent for its share of the loan. The regional 
SWPC loan agent passes upon SWPC loans of $25,000 or less; other loans are 
approved in Washington. Leases are approved in Washington. 

By virtue of a legislative compromise at the time Public Law 603 was enacted, 
an RFC subsidiary, the Defense Plants Corporation, was authorized to service all 
SWPC loans and leases. Under a subsequent agreement the managers of RFC 
loan agencies have also until recently disbursed all applications for financial assist- 
ance approved by SWPC. This strange tripartite arrangement, though partly justi- 
fied by an emergency situation in which RFC and DPC had field loan disbursing 
and servicing facilities whereas SWPC had none, is alleged by some observers to 
have caused delays and inefficiencies in SWPC operations because SWPC loans have 
had to be closed and disbursed in accordance with a complicated RFC code and 
closing schedule which was not designed for joint RFC-SWPC operations. SWPC 
has recently opened a trial disbursement office to serve the Philadelphia area. 

In addition to its regular loan program under authority of Public Law 603, 
SWPC has the power to provide the following three other types of financial 
assistance: 

1. Under authority of the Contract Settlement Act of 1944 and of regulations 
issued by the Office of Contract Settlement, SWPC makes termination loans or 
“T-Loans”®* to small manufacturers who have been engaged in war production— 
either as prime contractors or subcontractors—and whose war contracts have been 
terminated for the convenience of the Government. Such loans are intended pri- 
marily for reconversion purposes. 


°° For lending purposes, SWPC defines a small plant as one employing less than 500 wage earners, 
exclusive of office and sales personnel; or a branch or subsidiary of a corporation whose total employ- 
ment, including main plant and branches and subsidiaries, is less than 500 wage earners; or, by way of 
exception, a plant which employs more than 500 wage earners but whose dollar volume of output 
accounts for a relatively small percentage of the total output of its industry; or, by way of exception, a 
plant which employs more than 500 wage earners but whose operation is necessary to the relief of 
economic distress in loose labor areas, particularly if it is the main source of employment in its 
community. 

*1'58 Strat. 649, 18 U. S. C. A. (Supp. 1944) §101 et seq. 

°? Commercial banks, industrial banks and other financial institutions are also eligible to make 


“T-Loans.” 
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2. The Surplus Property Act of 1944°* authorizes SWPC to make loans to 
small business for the purpose of purchasing Government surplus property. SWPC 
has formulated policies for participation in surplus property disposal under this 
statute. 

3. The Veterans Administration on January 16, 1945, designated SWPC as a 
processing agent for business loans to be guaranteed by the Veterans Administra- 
tion. While, as noted above, RFC processes applications from banks and other 
lending institutions operating under federal or state supervision, SWPC processes 
all other applications, including particularly those from equipment manufacturers 
desiring to sell equipment to veterans on a deferred payment basis. 


SWPC lending activities have been, in practice as well as in legislative theory, 
mainly for small business. As of the end of 1944, SWPC was making loans and 
leases at the rate of approximately $1.2 million per day.°* Of the total funds, 
cumulated through the end of 1944, which SWPC has made available to business 
enterprises, 30 percent has been in amounts less than $10,000 and over 75 percent 
has been in amounts under $50,000. 


Summarizing in terms of the test criteria, all of the financial assistance provided 
through SWPC has been for the benefit of medium-sized or small business; and 
most of it has been for small business. In terms of rates and other conditions for 
assistance, there has been less discrimination as between small and large borrowers 
by SWPC than by the other public agencies reviewed or by most of the private 
agencies reviewed. On the other hand large business is often able to obtain both 
short-term and medium-term money from the sources to which it has access more 
economically than small business is able to obtain such money from SWPC. 

Public Industrial Development Groups. In addition to the private industrial 
development groups mentioned in Section III, there is at least one current ex- 
ample®® of a similar public®® effort designed to assist in providing long-term financ- 
ing for manufacturing enterprises.°* This is the State of Mississippi’s program— 
known as the “BAWI” (balance agriculture with industry) plan—under which the 
State has authorized and assisted local governmental units to issue bonds, under 
state direction and control, for the purpose of providing buildings and equipment 
to be used for manufacturing purposes by client concerns. This experiment is ably 


°° 58 Srat. 766, 50 U. S. C. A. (Supp. 1944) §1611 et seq. 

°* Press Release, Smaller War Plants Corporation, December 29, 1944. 

°5 For an interesting case involving an earlier analagous program in North Dakota, see Green v. 
Frazier, 253 U. S. 233 (1920). 

°° It is probably impossible to establish any precise line of demarcation between public and private 
industrial development groups. For a discussion throwing light on this point, see Hopkins, op. cit. supra 
note 64, at 1-5. 

°* Public bodies have of course directly financed many types of utilities in this country, including 
transportation lines, electric power facilities, waterfront facilities, e¢ cetera. In addition a number of 
states have promoted, and financed the preliminary development of, mineral deposits. This discussion 
is limited to cases where public bodies have directly sponsored, and partially financed, private manufac- 
turing or service ventures other than utilities or ventures for the purpose of exploiting natural resources. 
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described in a study®® issued by the Federal Reserve Bank of Atlanta. It is likely 
that the public industrial development group deserves, particularly in terms of its 
potential role in providing equity and other long-term financing for small business, 
much more study and attention than it has hitherto received.* 


V. Prorir 1n Lieu oF Outsipe Sources 


Undistributed profit has traditionally been regarded as the best source of capital 
for both short-range and long-range purposes. In the past many companies financed 
their expansion, usually on a relatively slow but sure basis, through profit-plough- 
back. Some concerns—notably the Ford Motor Company—have relied exclusively 
on profit to finance their expansion to great size; but that is not typical. 

Reliance upon profit for operating and expansion needs reduces the likelihood 
of outside influence and control in the management of company affairs. Capital 
obtained out of income is also generally an economical source of funds. Yet money 
retained from profits to finance expansion or for working capital purposes is not 
“free” because (quite aside from any sacrifices entailed in earning it) if it is not 
kept for these purposes it can be invested elsewhere or distributed as dividends 
which tend to make investors look upon the company as a good place to put their 
funds. 

Moreover, ploughed-back profits may not offer a sufficient volume of funds to 
implement ambitious expansion plans. It is common knowledge that, usually in 
spite of favorable balance sheets, most of the country’s large corporations rely on 
security issues and other outside sources of money to complement the internal source. 
Typically it is through acquiring capital “in the grand manner,” not simply by 
building from within, that a corporation comes to dominate a particular market; 
conversely, if in the modern economy a firm is content to rely on “slow-but-sure” 
expansion through the traditional profits plough-back, it is likely to find that the 
more aggressive fiscal tactics of competitors (which in turn make possible more 
aggressive product research, market research, sales promotion, et cetera) will drive 
it from part or all of its present market. 

Thus the large corporation may finance expansion and current operations directly 
through the plough-back, or indirectly by employing profits as collateral to obtain 
low-cost loans or by distributing profits in such a manner as to build a reputation 
for its security issues; and these indirect applications of profits have steadily grown 
in importance. 

The smaller company, on the other hand, is typically at a disadvantage, first 


°8 Hopxins, Mississippi's BAWI Pitan: An EXPERIMENT IN INDUSTRIAL SuBsIDIzATION (Federal Re- 
serve Bank of Atlanta, 1944). See also RauBer, THE ALABAMA StaTE Docks: A Case Stupy IN STATE 
DeveLopMENT (Federal Reserve Bank of Atlanta, 1945). 

®° Public Industrial Development groups might in the future provide (as some of the private indus- 
trial development groups already provide) technological assistance and other management aid or counsel 
for small ventures they seek to encourage. There is, incidentally, a noticeable tendency on the part of 
financing institutions, including commercial banks and insurance companies, to put managerial pro- 
visions into loan contracts. 
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because it has to employ its profits in a more limited manner, atid secondly because 
it has less profits available. It has already been pointed out that the small company 
has only limited and expensive access to the securities markets, and that it has great 
difficulty borrowing outside money, particularly term money, at advantageous rates. 
On the score of profits available, Professor Crum’s painstaking analysis of corporate 
size and earning power concludes that, in terms of profits after taxes, “The larger 
the corporation the higher is the rate of return, on the average; and this relation 
holds, with surprising constancy, in each of the size years 1931-1936” covered by 
the investigation.’ If only those corporations which actually made a profit are 
considered, there is “some indication” that the returns for the smaller size classes 
were greater than those for the larger; but though some small deficit corporations 
may be “constitutionally” marginal, many deficit corporations are in that predica- 
ment simply because they are “unseasoned.” A study recently appearing in the 
Federal Reserve Bulletin’ tentatively concludes that during the war period the 
earnings of small businesses (both before and after taxes) increased more rapidly 
than those of large concerns; but there is no indication that this situation will sus- 
tain itself after the emergency. 

It is well to note, finally, that present tax laws are for two general reasons par- 
ticularly burdensome on the small company: first, because present taxes particularly 
affect the expanding concern and the small company very often is (or otherwise 
could be) expanding; and secondly, because tax withdrawals are particularly seri- 
ous for the small concern because of its limited access to the money market. Present 
tax policies thus make small business term loans, and other intermediate and long- 
term sources of small business funds, more necessary than ever. 

Applying the test criteria to profits as the internal source of funds, it appears 
clear that at least in the years before the war emergency, this source was more 
widely available to large concerns than to small ones. Profits tend to be a more 
voluminous and economical source of funds for large concerns than for small, be- 
cause large companies make important indirect use of profits as collateral for loans 
from various sources and as a performance indicator to help float security issues. 
These funds obtained indirectly from outside sources commonly place large firms 
at a marked competitive advantage over their smaller rivals. 


VI. ConcLusion 


The evidence presented in this paper appears to lead to the view that small busi- 
ness is at a marked competitive disadvantage when it seeks to meet its credit and 
capital needs. Small concerns generally obtain short-term bank loans only on terms 
considerably more onerous and expensive than large concerns can secure the same 
type of funds from banks or in the commercial money market. From no source 


200 Crum, CorPoRATE SIZE AND Earninc Power (Harvard University Press, Cambridge, 1939) 32. 

101 Dirks, Wartime Earnings of Small Business (Jan. 1945) 31 Fev. Res. Butt. 16. Cf. Working 
Capital for Small Business (Nov. 1944) CoNFERENCE Boarp Business Recorp (National Industrial Con- 
ference Board, Inc., New York) which comes to somewhat different conclusions. 
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can small concerns obtain short-term credit as inexpensively as large business can 
obtain similar funds from the sources at its command, the nearest exceptions usually 
being the factors, the Smaller War Plants Corporation, and RFC. Small concerns 
commonly have difficulty in obtaining intermediate or long-term credit from private 
sources, and where they are able to do so, it is only at substantially greater sacrifice 
than large concerns can obtain the same type of money. In general the nearest 
exceptions to this statement are term loans offered in some cases by local or state 
development groups and by two public agencies (SWPC and RFC); but even these 
funds are not on a basis to equalize the differential. Small business is not in gen- 
eral able to obtain equity funds on any reasonable basis from the organized capital 
markets; and even in the use of its relatively sparser profits for plough-back pur- 
poses small business is at a competitive disadvantage. It is a reasonable deduction 
that the competitive handicap faced by small concerns in meeting their credit and 
capital needs is one important cause of the general competitive disadvantage in 
which they often find themselves. 

There are two appropriate vantage points from which one may regard the prob- 
lem of lack of small business access to adequate loan funds on competitively equal 
terms. In the first place one may—for example in the case of the commercial banks 
—postulate that the rates and other conditions set for loans to small borrowers are 
“discriminatory.” There have been numerous discussions of relative bank risks 
and costs for large and small loans,’°? and most of them agree that the cost (in- 
cluding allowance for losses) of making and servicing small commercial loans is 
markedly greater than the cost of making and servicing large loans. Yet one might 
argue that, because of the relative bargaining positions of large and small concerns 
and for other reasons, the differentials in rates and other conditions are often greater 
than warranted by cost differentials.’ 

As a second vantage point one may postulate that present sources of small busi- 
ness funds, notably the commercial banks, are inadequate not because of any sig- 
nificant arbitrary discrimination in rates and other terms, and not because of any 
lack of lendable funds, but because the national interest requires an entirely new 
set of credit policies oriented in terms of socially desirable, not simply bankable, 
risks. 

Under this second postulate one may advance either or both of two arguments. 
It is possible to claim that the banks, in order to make ends meet, can never modify 
their policies in favor of “socially-oriented” programs, and that therefore (assuming 
that other private agencies cannot do so) it will be necessary to have governmental 
assistance to provide equal small business access to credit and capital. As an edi- 


202 See, for example, Bimson, Why Small Loans Cost More, in the February and March, 1945, issues 
of Banxinc. Though oriented primarily in terms of consumer small loans, a number of the principles 
enunciated in these articles are appropriate to small commercial loans. 

203 Many banks have only the most hazy cost data to guide them in setting their lending policies. 
Certainly there is every reason for encouraging banks to determine their costs. On this point cf. Most 
Small Town Banks Never Study Costs, So ABA to Do It for Them, Wall Street Journal, September 


I, 1944, pp. 1 and 6. 
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torial comment on the appointment (on April 18, 1945) of John W. Snyder as Fed- 
eral Loan Administrator puts the matter, “he (Mr. Snyder) well knows that com- 
mercial banks cannot safely engage in certain types of lending, even though the need 
for loans may be pressing and opportunities for socially productive employment of 
borrowed funds may exist.”?* 


Or one can claim that if, for example, the banks wished to modify their policies 
and embark on a large-scale program of term lending to small business on a con- 
stant-rate basis analagous to that of SWPC, they could do so on a profit-making 
basis. It is true that the attitude of bank examiners is sometimes cited as a re- 
strictive influence on bank lending policies; but it seems questionable whether the 
examiners are the real stumbling block. Complete liquidity of bank funds is of 
course an impossibility; and the examining bodies realize that liquidity is (especially 
in view of FDIC deposit insurance) a false god except in terms of the long pull. 
Moreover, perusal of comments by bankers and banking groups brings to light very 
few complaints against the examiners. One can argue that the banking fraternity 
does not hesitate to criticize the actions of governmental bodies when it feels it has 
a grievance, and that it could very well do so in this instance if it believed it had a 
real case. 


These considerations lead naturally to the following two-point program, here 
offered without direct supporting argument, as a means of promoting equal small 
business access to the credit and capital required for effective competition: 


1. A federal loan-guarantee program (perhaps sponsored by RFC or Federal Reserve 
or separately by both) on a very large scale; or, if this proves inadequate or 
could fruitfully be complemented in “yard-stick” fashion, a large-scale program 
(perhaps developing from the wartime lending activities of Smaller War Plants 
Corporation) of direct federal loans. 


2. Under proper safeguards, maximum encouragement and stimulation (including 
financial assistance from such federal agencies as Federal Reserve, RFC, and 
SWPC) of local, state, and regional private, quasi-public, and public industrial 
development groups as a source of long-term loan and equity capital. 


104 The Washington Post, April 19, 1945. 

108 Secretary of Commerce Henry A. Wallace has gone on record in favor of a program of Govern- 
ment guarantees for business loans made by private lending institutions. Wallace, Planning for Freedom, 
Reaper’s Dicest, May, 1945, pp. 3-4. Secretary Wallace also favors consideration of similar guarantees 
to assist small exporters (statement before Subcommittee on Foreign Trade for Small Business of the 
Senate Special Committee to Study Problems of American Small Business, April 17, 1945). The United 
Kingdom has had a self-supporting government operated system of export-credit guarantees since 1921. 
In 1944 Canada enacted a law modeled after the British plan. 








THE PROBLEM OF LONG TERM AND EQUITY 
CAPITALT 


Watter C. LoucHHEM, Jr.* 


INTRODUCTION 

It must be clear that no satisfactory solution will be found to the problem of 
providing small business with capital until it is projected in the context of the 
more extensive problems of full production and employment with which it is func- 
tionally related. Yet the problem of small business has been generally treated in 
relatively complete isolation from these more fundamental subjects. This treat- 
ment has led, in the opinion of the writer, to sterile proposals for the providing of 
capital to small business. This article will critically evaluate recent discussions of 
the financing of small business and current suggestions for providing it with cap- 
ital, and offer an alternative approach. This analysis is based upon the following 
premises: 

1. That to date small business has not proved its case. By this is meant, not 
that there is no financial problem for some small businessmen, but that it is-still 
open to question whether the aggregate of these problems is sufficiently widespread 
and meritorious to constitute a national problem or call for action by the federal 
government; that the research, investigation and discussion up to the present is 
not conclusive on this point. 

2. That the necessary and sufficient conditions of whatever small business finan- 
cial problems there may be are not to be found within the small business area 
where inquiry has been almost exclusively directed. But that these causes could 
have been found within the private banking system, that they are primarily of a 
psychological order stemming from the habits and attitudes of commercial and 
investment bankers in the principal financial centers as well as in regional areas, 
and that the stiff price asked by the bankers for small business accommodations 
results from these attitudes and is a much more important cause of the shortage of 
such accommodations than the availability of lendable funds. 

3. That the plans, programs, bills for Congressional action, etc., which have 
been proffered as solutions for the problem are panaceas with scant hope of success 


+ The views expressed in this article are entirely those of the writer and are not to be taken as 
expressing the views of any member of the Securities and Exchange Commission or of its staff. 

*A.B., 1921, Harvard University. Investment banker, 1921-1931. Staff member of the Securities 
and Exchange Commission since 1934, and at present Assistant Director of its Trading and Exchange 
Division. Adviser to the United States Delegation at the International Monetary Conference, Bretton 


Woods, 1944. 
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either because they fail to recognize the fundamental causes of the problem as re- 
siding in the banking system or because they fail to relate the small business prob- 
lem to the more comprehensive one of which it is only a part, or for both reasons. 

These premises will be further elaborated in the course of this discussion, and 
the conclusions drawn from them, that in order to solve the problem of small busi- 
ness financing through private instrumentalities there is required a complete re- 
vision of the relationship of American banking institutions to the economic decisions 
and activities of the national and international economy; that there is little prob- 
ability for expecting such a revision without a complete reorientation of the atti- 
tudes of bankers and public investors which in its turn is improbable; and that 
what is therefore required is a public agency which can be sufficiently insulated 
from the predisposition for accepted financial standards to insure the full employ- 
ment of its authorized resources. Finally a program will be offered for discussion 
which will avoid what appear to be the shortcomings of other plans and proposals, 
and which will relate the financing of small business to the larger objectives of 
full production and employment; that is, to the total and organic economy to which 
it belongs and can contribute bountifully. 


I 


Following a message from President Roosevelt the Congress by joint resolution 
created the Temporary National Economic Committee on June 16, 1938. This 
Committee was authorized and directed, “to make a full and complete study and 
investigation with respect to the concentration of economic power in, and financial 
control over, production and distribution of goods and services.” One of the most 
impressive results of the Committee’s studies and investigations was that of the 
problems of small business. 

In the course of its study of the problems of small business, considerable em- 
phasis was devoted to the financial aspects. These studies touched upon subjects 
such as the current financial position of small business, the banking policy and the 
needs of small business, governmental aids and their limitations. In the summary 
and conclusions of their report covering these studies, the authors of the report 
state? 


“jt must be recognized that by and large, the efficiency of operation is only one factor 
in the problem of small business, and a factor moreover not independent of the ability 
to obtain funds when most needed. Financial strength itself is an important factor in 
business success, especially during an era of severe business contractions and slow recov- 
ery. The firm that cannot tap the community’s supply of long term capital except at 
high cost, and that cannot rely upon an immediate short term credit when opportunity 
knocks, is evidently at a disadvantage for that reason alone. The role of capital and 
credit in business expansion and success should not be underestimated. Whatever other 
causes may have contributed to the weakness of small business, this may be recognized 
as an essential factor.” 


2 T.N.E.C., PropLeMs OF SMALL Business (Monograph No. 17, 1941), 241. 
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The authors went on to appraise methods by which the unfilled financial needs 
of small business might be met and concluded that, “since small business cannot 
obtain needed capital through existing facilities, the dilemma can best be solved by 
the government.” 

While the value of the contribution made to the small business problems by 
the T.N.E.C. must be appreciated the circumstances under which its studies were 
made condition its applicability to the situation which is now presented. The study 
was made during the years 1938 and 1939 in which the country was suffering from 
a continuation of the sharp decline in production and employment that began in 
the latter half of 1937. The prospects looked very bad. At that time no one could 
have foreseen the renaissance and resurgence of business activity and employment 
that ensued from the defense program and the prosecution of the war. Those who 
studied the situation prior to the war were naturally impressed by the depressed 
state of the economy and this conditioned many of their judgments and directed 
to a large extent the course of their inquiries. We are facing a far different present 
and future from that of the pre-war days. Ours is the problem of preventing a 
recurrence of depression conditions. Theirs was the problem of how to emerge 
from such conditions. 

In spite, however, of this unavoidable drawback it should be said in fairness to 
those who participated in the T.N.E.C. investigation that they seem to have had a 
far better view of the small business problem in its proper context and in its rela- 
tionship to the larger social and economic problems of the nation than those who 
have continued the study. 

Among the several Congressional hearings and investigations on subjects in 
which small business has been involved, perhaps the most extensive has been that 
conducted by the “Special Committee to Study Problems of American Small Busi- 
ness of the Senate.” This Committee was established in 1941, and in the approxi- 
mately four years since then it has devoted 97 days to hearings. According to a 
report of this Committee,’ it has published 46 volumes incorporating the results of 
these hearings plus 18 monographs, 8 reports, 5 committee prints, 3 sub-committee 
prints and 4 public laws, all incorporated in over 8,000 pages of printed matter. The 
Committee is divided into 6 sub-committees and employs a staff of more than 25 
persons. As may be expected the activities of this Committee have ranged through- 
out a variety of problems confronting the small business situation. To date, how- 
ever, the Committee has admittedly not found a definite and long term solution 
to any of these problems. Among the subjects upon which it has heard witnesses 
have been the difficulties encountered in the obtaining of funds for capital purposes 
as well as for short term financing. 

Reviewing the extensive testimony and documentation on this problem there is 
the impression that in spite of its good will the Committee has not approached this 


* SENATE SMALL Business CoMMITTEE—ITs RECORD AND OuTLOoK, Sen. Committee print No. 1, 79th 
Cong., 1st Sess. (Jan. 29, 1945) 30-32. 
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subject from the right direction. It has heard many stories which develop the 
unsatisfied financial need of the small entrepreneur. It has given the impression 
of a sincere sympathy for these needs but it has failed to make a genuine examina- 
tion of the banking mechanism which is so fundamentally responsible for the pic- 
ture that it has drawn. Numerous instances have been cited to the Committee of 
the obstacles which applicants have met and the high prices for credit which were 
demanded of them, but no attempt has been made to confront the purveyors of 
the funds with this situation or to examine them to determine why they have in- 
sisted over the course of years upon demanding such onerous terms during a period 
of generally easy money conditions. As a result of this oversight the legislation 
sponsored by the Committee has been almost completely silent as to any remedy 
for the exorbitant cost of financial accommodations to small business and as a fur- 
ther result the remedies propose continued reliance upon the private banking system 
for their effective performance. Had the Committee been better informed as to 
Amercan banking practices it is questionable whether it would have placed such 
confidence upon private financial institutions whose record in the field of small busi- 
ness financing, if examined, would seem to make such reliance at least debatable. 

Another aspect of the Senate Committee’s approach to the problem of small 
business is the almost complete silence with respect to the integral relationship be- 
tween it and the problems of full production and employment. This is all the more 
remarkable in view of the fact that the Chairman of the Senate Small Business 
Committee is Senator James E. Murray of Montana, who is also Chairman of the 
Sub-committee on War Contracts of the Committee on Military Affairs. It was 
this latter committee which on December 18, 1944, issued a remarkable report* on 
full production and employment incorporating the Full Employment Bill of 1945 
which was subsequently submitted to the Congress by Senator Murray. In this 
bill there would seem to be an effective approach to the problems of the small busi- 
ness as well as to other problems confronting our post-war economy. What is re- 
markable is the fact that the Senate Small Business Committee has not subsumed its 
problems under these larger subjects to the solution of which it might substantially 
contribute. 

In discussing the flow of investment capital toward the expansion of existing 
small enterprises and the launching of new ones the recent report of the Senate Small 
Business Committee states: “This is much more than a financial problem. It is an 
aspect of the fundamental problem of holding the way open for small business to 
expand as a means of keeping our whole economy in full production and employ- 
ment.” This is all that we find in the Committee’s report on the relationship of 
small business to full production and even this statement is qualified by the further 
statement that although the Committee has devoted its attention to the role of small 
business in American life, “it is not implied that this important segment of business 


*Year-END REPORT OF THE War CoNnTRACTS SUBCOMMITTEE TO THE COMMITTEE ON MILITARY 
Arrairs (Senate), 78th Cong., 2d Sess. (Dec. 18, 1944). 
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should have any favored treatment at the hands of government.” The attitude here 
expressed seems hardly to be consistent with the purposes of the Full Employment 
Bill of 1945 in which is included a provision for government expenditures, to the 
extent that private investment is insufficient to provide a full employment volume, 
for several purposes including, “specific programs for assistance to business enter- 
prises, particularly small business enterprises.” 

Outside the government area it is interesting to note that commercial as well as 
investment bankers have evidenced an aroused interest in the small businessman. 
Without detracting from the sincerity of this interest it may be opined that it was 
stimulated to no little extent by the public reception of the activities of the Senate 
Small Business Committee and other similar public investigations. The American 
Bankers Association has formed a Post-War Business Credit Commission which 
has looked into the matter of the availability of short term credit to small business 
and has submitted a recommendation. This calls for the formation of bank credit 
groups. The aim of these groups is to provide an additional source of credit for 
small and medium sized business enterprise through participation in loans orig- 
inated by local banks which are unable to handle the credits alone. The Amer- 
ican Bankers Association states that, “The bank credit groups are being formed in 
order to assure that every competent man, firm or corporation that needs bank 
credit for some constructive purpose will get it.”* It is estimated that the aggregate 
amount of credit which will be made available by these groups will be about $500 
million and while this sum does not appear to be very large to the American Bank- 
ers Association it is its feeling that “it would be sufficient to cover participations 
with local banks in a very large number of loans to small business.” The inter- 
pretation of such words as “competent” and “constructive purpose” in this state- 
ment of objectives will probably qualify the value of this proposal to no little ex- 
tent, perhaps even more so than the actual amount at the disposal of the credit 
groups. 

Several representatives of the investment banking industry have also been look- 
ing into the problem of supplying capital funds to small and new ventures. In a 
recent address to the National Association of Securities Commissioners,® Mr. Ferdi- 
nand Eberstadt of the investment banking firm bearing his name, frankly stated 
that capital for small business “is practically unavailable and credit only slightly 
more accessible.” He contrasts this with the superfluity of funds available to the 
large seasoned corporations “at fantastically low rates.” He says, “Not a week, nor 
scarcely a day, goes by but what our firm is approached by some worthy small 
enterprise seeking from $50,000 to $100,000 of capital to develop or expand a sound 
small business or to start a promising new venture. But this sort of money is not 
available in New York.” He goes on to appraise the various remedies that have 
been offered and finds them all wanting. As to the A.B.A. proposal for credit pools 


*Fep. Res. Bank oF N. Y., MontHty Review (Dec. 1, 1944) 91. 
® FP, Eberstadt, Speech before the 27th Annual Convention of the National Association of Securities 
Commissioners, St. Louis, Dec. 12, 1944. 
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he makes this comment: “This may, to a limited extent, furnish credit facilities 
but unless it is done very generally, which does not presently seem to be likely, its 
effects will not be substantial or widespread.” He is, of course, intimately acquainted 
with the mentality of investors who “have been keenly security-conscious and are 
timid about taking risks” and knows, therefore, that for small securities issues, 
“there is no national market.” Therefore, he has put forward in modest and ten- 
tative vein his own proposal for the formation of community investment companies 
or pools of capital, with perhaps a government contribution in the form of the 
purchase of preferred stocks of such companies. 

Mr. Eberstadt does not share the concern of many of his fellow bankers at the 
prospect of government financial aid to small business. On the other hand, he 
expresses his conviction “that unless we find such adequate solution for these prob- 
lems we cannot achieve that measure of post-war employment and production which 
is necessary for our own national welfare and without which I fear there can be 
neither peace nor prosperity in the rest of the world.” 

It must be admitted that Mr. Eberstadt has put his finger on the sore spot as 
few others have done. He has not minimized the problem nor attempted to isolate 
it from its proper context. But while admiring his comprehension of the problem 
we may still share his own doubts as to the effectiveness of the measures which he 
suggests. For one thing, it is regrettable that Mr. Eberstadt has not included reduc- 
tion in the costs of capital as an objective of his program. And further, if small 
business financing is the national problem which he envisages, one may well question 
the wisdom of disposing of it by turning it over to the vagaries of local communities, 
states, cities, towns or villages. What assurance would this give that the needs of any 
one community would be met, or that the neediest communities from point of view 
of business capital would bring forth the most liberal supplies? Indeed a realistic 
prediction would seem to reach just the opposite conclusion. If the small business 
financing problem is accepted as a widespread and national one it can be effectively 
and equitably approached only by national measures. Certainly the records of the 
numerous community industrial financing plans which have been operating for many 
years provide no reason to expect a substantial contribution from such sources. 


II 


There are certain assumptions that are common to almost all discussions of the 
small business financing problem. Among these are the following: 

1. That large corporations have been increasing their share of the total produc- 
tion and distribution of goods and services. 

2. That small businesses are generally undercapitalized. 

3. That small business has suffered during the war years. 

4. That there is insufficient credit available to small business to fill their needs. 

There has recently been developed some rather interesting research bearing on 
each one of these points. The results of this research raise substantial questions as 
to the validity of these assumptions. 
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Taking them in turn, as to the first assumption, the available data which is 
quite reliable does not support the general feeling that small business is being forced 
to the wall. One of the prime examples in support of this assumption has been 
that of retail trade in which the chain stores and mail order houses are supposed 
to have made large incursions into the field of distribution. The following figures, 
however, may clarify what the actual trend has been: 


SaLEs OF CHAIN StorEs AND Mair Orper Houses As A PERCENTAGE 
oF Tota Rerait SALEs 


1929 1933 1939 1941 1943 
21.4 26.9 22.9 22.5 23.2 

While there was apparently a trend toward an increased ratio of sales by the 
larger units during depression years, the evidence of later trends raises considerable 
doubt as to whether this was, in fact, indicative of a secular movement. Similar 
data indicate that in the manufacturing and wholesale trades, small business has 
at least held its own in relation to total volume of goods produced and sold during 
the past five years. While these data are inconclusive and need to be supplemented, 
they do seem to raise questions as to the assumed trend and as to certain predictions 
based upon this assumption relative to the eventual extinction of small business as 
an important element of American economic activity. 

As to the second assumption, that small business is generally undercapitalized: 
it is well known that for at least a generation small companies have either by 
choice or by necessity operated on a far smaller ratio of current assets to liabilities 
than large corporations. There is no compelling evidence of a narrowing trend in 
this ratio during the past decades. In fact, there is some reason to believe that the 
working capital of small businesses has been increased during the five war years 
even more substantially than that of large corporations. The Securities and Ex- 
change Commission has published quarterly estimates of the working capital of all 
American corporations broken down into its components. These reports have shown 
a tremendous increase in corporate working capital during the five years, 1939 
through 1944, to a total figure which is unprecedented in our history.® Further- 
more, this huge accretion of capital has been in highly liquid forms particularly 
cash, bank deposits and short term United States government securities. The dis- 
tribution of this working capital seems to be pretty uniform throughout the econ- 
omy and while varying between different industry groups it seems that the smaller 
sized corporations have enjoyed a substantially larger increase in their working cap- 
ital position than have the larger. While the data for small companies are not as 
complete as would be desired, the evidence which has been accumulated from all 
available sources uniformly points to this conclusion. Naturally this does not mean 
to imply that there are no small enterprises with inadequate working capital in rela- 
tion to post-war needs. But it does seem to raise the question as to whether such 
a condition is widespread or general. 

* See S.E.C., Release No. 747, Feb. 21, 1945, Statistical Series, and subsequent releases in this series. 
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As to the third assumption, much has been heard in recent discussions of the 
numerous war casualties among small business. There is no question but that 
some small concerns have been forced to close down because of the war mobiliza- 
tion and the draft. But this does not justify the inference that small business in 
total has suffered during the war. In fact, recent research by the staff of the Board 
of Governors of the Federal Reserve System would seem to indicate that small busi- 
ness as a whole has prospered very handsomely during the war.’ In this field also 
it would be helpful to have a larger coverage than has been available to date but 
here also it is notable that the only information which is presently available belies 
the common assumption as to the wartime experience of small business. 

The final assumption above mentioned is to the effect that there is insufficient 
credit available to small business to provide its needs for commercial loans. Stated 
in this manner, and it is in this manner that the assumption is invariably stated, 
it is quite obviously a false postulate. The commercial banks have never been so 
stocked with deposits and probably have never before been so eager to do business 
on a profitable basis. This means that there is ample potential credit for all busi- 
ness. But the trouble is that this potential supply must be made to flow and in 
order to bring this about certain conditions have to be fulfilled. Firstly, the com- 
mercial banks would have to revise their estimates of what constitutes a reasonable 
risk. And secondly, the commercial banks must revise their asking price for credit 
from small business. This they have given no indication of their willingness to 
do. The factor of cost has been uniformly and completely ignored in the plans 
proposed by the bankers for small business financing. With a price of 6, 7, 8 per- 
cent or higher for short and medium term loans to small and new ventures com- 
pared with a rate of 1 to 24% percent for large corporations it is no wonder that 
there appears to be a scarcity of funds available for short term loans to small enter- 
prises. This then, is the heart of the problem, that is, how to bring down the cost 
of funds, and not how to increase the available funds which are already fantastic 
in amount. 

This disparity between the cost of funds to large versus small business is not 
confined to the field of short term credit nor does the responsibility rest entirely 
upon the commercial banks. The cost of long term loans in the public investment 
markets through the instrumentality of the investment bankers is practically pro- 
hibitive for the small businessman so that only “seasoned corporations” can obtain 
loans in the public capital markets. Some funds have been obtained by smaller 
corporations by the sale of equity securities. But the cost of these funds also has 
been exorbitant particularly in contrast to the financing costs of large corporations. 
In a recent report,® the Securities and Exchange Commission set forth the cost of 
flotation of equity securities for small issuers. This shows that on the average 
small corporations paid over 20 percent to obtain capital in the public investment 


™Dirks, Wartime Earnings of Small Business (Jan. 1945) Fev. Res. Buty. 16-26. 
® See S.E.C., Release No. 744, Oct. 22, 1944, Statistical Series. 














256 Law anp ConTEMPORARY PROBLEMS 


markets. Out of this 20 percent about 19!4 percent was retained by the investment 
bankers or underwriters for the preparation and sale of these issues. This com- 
pares with a cost of 3 percent on sales of large equity securities, that is those aggre- 
gating more than $5 million. It is interesting to note that the cost of registration 
with the Securities & Exchange Commission for small as well as large issues is 
about the same proportionately and amounts to less than 1 percent of the value of 
the issue, and that issues of less than $100,000 are totally exempt from registration 
requirements. 

One of the most fertile sources of small business funds in recent years has been 
the accounts finance companies. The growth of business of these companies has 
been sometimes referred to as one of the outstanding economic phenomena of our 
times. During the 1920’s the increase in the volume of the business of finance com- 
panies was certainly phenomenal and while this volume fell off somewhat during 
the early 30’s it had by 1937 reached new high levels. While the finance companies 
have extended their lines of credit to certain small business ventures to which com- 
mercial banks have been inaccessible it is primarily the cost of the money obtained 
through these companies that renders their services to the small business financing 
problem of very doubtful value. Because of the variety of charges levied by the 
finance companies on borrowers it is difficult to ascertain accurately what the cost 
of the total accommodations actually amounts to. It is, however, estimated that 
the over-all cost of such funds never is below 10 percent, more commonly runs 
from 14 to 20 percent and sometimes as high as 35 to 4o percent of the value of 
the loans. While credit seems to be available from this source it is quite apparent 
that we cannot expect to find here a solution to the cost of credit problem. 

In addition to these private sources of credit there are several government agen- 
cies which have for some years been vested with authority to relieve the small 
business financing situation and have been provided with rather substantial funds 
for this purpose. By amendment of the Federal Reserve Act in 1934, the member 
banks of the Federal Reserve System were authorized to extend credit to small 
business. Funds provided for this purpose aggregate $280 million. The Recon- 
struction Finance Corporation was established in 1933 and among its functions was 
the provision of relief to small business. No limit was set on the amount of its 
funds to be employed for this purpose. The record clearly demonstrates that neither 
R.F.C. nor the Federal Reserve Banks have ever employed these funds to anything 
approaching the full extent authorized by law. 

For example, in the five-year period from 1934 to June 1939, only $180 million 
of the funds available to the Federal Reserve Banks had been actually used by them 
for small business loans. But even more revealing is the fact that at no time have 
their outstanding loans from these funds amounted to more than $32 million. In 
other words, less than 12 percent of the funds available to the Federal Reserve 
Banks has been used by them to help small business. As to the R.F.C. record, no 
information is available as to the size of the firms to which their loans have been 
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made, but the size of their loans gives a clear indication that their funds have not 
been used to an appreciable extent for small business financing. Between 1932 and 
1939 less than 4 percent of the $450 million in authorized R.F.C. loans were in 
amounts of less than $10,000 and only 30 percent in amounts under $100,000. 

The addition of the Smaller War Plants Corporation to a list of government in- 
stitutions with funds available for small business, while justifiable would seem to 
need certain reservations at this time. For one reason, because S.W.P.C. is a tem- 
porary agency devised for the convenience of small war contractors and to promote 
war production and mobilization among this limited group of small businesses as 
well as to be of assistance in the reconversion and demobilization period. Whether 
S.W.P.C. will, in the future, make a contribution to the general and long term 
financing of small business would involve a prediction which it seems unwarranted 
to make at this time on the basis of the known factors. 

As to R.F.C. and Federal Reserve Bank operations in the field of small business, 
it is notable that they have had absolutely no effect upon the high cost of borrow- 
ing. Indeed during the period of operation of these public financing institutions, 
that is from 1934 to date, rates on loans to and spreads on offerings of securities for 
small business have either not receded at all, or have stiffened and increased. And 
this has taken place during a period of consistantly easy money rates, when financ- 
ing of large corporations has been in volume at rates of 1 to 3 percent depending 
upon length of maturities, and call money a glut on the market at 1 percent. 


III 


One of the most fertile areas of confused thinking in the discussions of small 
business covers the controversy over equity versus debt financing. Many speakers 
and writers on the subject, both in government and in private banking have ex- 
pressed a decided preference for “equity financing” over long term loans as a medium 
for providing capital to small business. This preference for “equity financing” 
probably stems in large part from two sources. One source is a kind of vague, 
but generally accepted, feeling that a large volume of private debt is a drag on the 
economy, and augments business depressions. This type of thinking was partic- 
ularly common during the 1930’s when everyone was looking about for a cause and 
a cure for the depression. Debt was pounced upon as a cause, and the replacement 
of lending by equity investment looked like an attractive and ready-made cure. 

The second major source of the preference for equity versus debt financing was 
the integrating and capital simplification program of the Securities & Exchange 
Commission undertaken pursuant to its administration of the Public Utilities Hold- 
ing Company Act of 1935. After it took jurisdiction of the country’s vast and 
complex network of holding and subholding companies, the S.E.C. was justifiably 
disturbed by the top-heavy debt structures of many of these companies. The real- 
ization of the effects of this typical capital structure on the control of operating 
units, on the interests of public investors and on the quality of service and level of 
rates was something of a shock to the S.E.C. It was quite natural and logical 
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that it should have proceeded, as it did, to simplify utility holding companies’ capital 
structures by paring down debt and raising equity capital to a more important 
ratio to the total. And in this process the S.E.C. issued quite a few opinions in 
which it gave clear expression to its favor for the replacement of debt by equity 
capital and the expansion by means of stock rather than bond issues. These opin- 
ions, of course, were addressed to the field of public utilities, that is to companies 
engaged in the generation, transmission or distribution of electric energy or gas 
power, and more particularly to individual companies within this area. It is largely 
from this source that can be traced the recommendation for “equity capital” that 
is found in the T.N.E.C. Monograph on the Problems of Small Business® and has 
been repeated in some recent discussions of these problems. 

Two points may be noted relative to these sources of the equity financing pref- 
erence: first that as to the contribution of debt financing to business depression, 
maturer thought has raised considerable doubts. If the presence of a large volume 
of private debt was a contributing factor at all, it was obviously an infintesimal 
one relative to the actually creative causes. In fact, some economists still hold that 
the presence of debt in the 1930’s might have considerably mitigated or shortened 
the extent and duration of the depression if economic forces had been permitted 
to operate freely. While this kind of logic must perforce remain in the sphere of 
the hypothetical there seems to be some plausibility to this argument. Certainly it 
would seem like treating the symptoms rather than the disease to expect to stem 
or avoid a depression by converting debt into equity or by increasing corporate 
common stock capitalizations during years of prosperity while holding debt in 
check. We have good reason to hope for the alleviation of the severity of business 
cycles by any one of a number of realistic programs that have been or will be sub- 
mitted for the consideration of Congress in the not too distant future. Surely 
to the extent that such measures are adopted and successfully administered the 
choice between equity and debt financing based on long term economic effects be- 
comes for all practical purposes a moot question. 

And second, that equity financing may be recommended for public utility hold- 
ing and operating companies for a number of reasons, none of which apply to the 
provision of capital for small private concerns or to new ventures. In fact, one finds 
scant justification among its proponents for the translation of the equity capital pref- 
erence from its application to the giant capital structures of the public utility industry 
to the modest needs of the corner grocer and the local manufacturer. 

In spite of the questionable importance of the choice betwen equity and debt 
capital for small business, it may be useful to examine the meaning of these terms. 
The ambiguity with which the term “equity capital” is frequently employed, and 
the variety of meanings that might be assigned it are further illustrative of the 
confusion that has crept into the discussions of this issue. 

All too frequently the term equity capital has been employed as including pre- 


°T.N.EC., op. cit. supra note 1, at 237. 
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ferred stock. For example, in the T.N.E.C. Monograph No. 17, we find this state- 
ment: “Equity capital can be provided through government or private agencies 
purchasing preferred stock of small businesses.”"® And in a recent book which 
purports to be a thorough analysis of the small business problem, the author after 
constant reiteration on the advisability of promoting equity financing comes forth 
with the proposal that a new financing corporation should “have authority to make 
loans and purchase preferred stock—to aid in the financing of small and medium 
sized business.” This equating of equity capital with preferred stock is of ques- 
tionable soundness resulting either from an unintentional confusion of financial 
terms, or from an implicit attempt to compromise the entire question of debt versus 
equity financing. Equity capital really means capital invested in a business and 
subject to no conditions other than the full risks of the enterprise and to no rewards 
other than a share in the net profits of the venture. In other words, there is no 
fixed or guaranteed return for the provider of equity capital, that is, he is not a 
preferred stockholder. 

The purest form of equity capital is, of course, common stock. This form of 
capital stands in sharpest contrast with that form of debt capital which is repre- 
sented by the mortgage bond. These are the extremes of equity and debt capital 
respectively. Between these extremes there is a gradation of securities which can 
be classified in either category, equity or debt, almost at the discretion of the user 
of the terms or the legislator. For example, in the Securities Exchange Act of 
1934 “equity security” is defined’ as “any stock or similar security or any security 
convertible—into such a security, or carrying any warrant or right to subscribe to or 
purchase such a security: or any such warrant or right: or any other security which 
the Commission shall deem to be of similar nature and consider necessary or ap- 
propriate, by such rules and regulations as it may prescribe in the public interest 
or for the protection of investors, to treat as an equity security.” In this limbo of 
definition one will find among others preferred stocks convertible into common, 
non-cumulative preferred stocks, participating preferred stocks and even cumulative 
preferred stocks. One will also find in this classification of equity securities certain 
types of bonds such as those convertible into common stocks or those carrying 
warrants or rights to purchase common stock. 

At the other end of the scale long term debt in addition to first mortgage bonds, 
would include general and consolidated mortgage bonds, collateral bonds of vari- 
ous types, debenture bonds and unsecured notes. When we inspect these two 
classes of securities which comprise on the one hand equity capital and on the other 
hand debt capital, we find that many of their essential characteristics merge and 
leave little or no distinction especially for the purpose of our discussion. If equity 
and debt financing are taken to mean any or all of the above variety of securities, 
any advantages that might have been claimed for the straight common stock over 

*° Ibid. 


11 WeIssMAN, SMALL BusINEss AND VENTURE CaPITAL (1945) 90. 
12 48 Srat. 882 (1934), 15 U. S. C. (1940 ed.) §78c(a)(11). 
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the first mortgage bond have completely vanished. For example, is there any essen- 
tial or practical difference between the cumulative preferrd stock and the debenture 
bond; or between the convertible preferred stock and the convertible bond from 
the point of view of either the business proprietor or the investor? 

From the point of view of the business proprietor, one of the principal advan- 
tages claimed for equity financing over borrowing is that in the event of failure to 
earn sufficient to pay dividends or interest he is not subject to foreclosure or equiv- 
alent measures. But a preferred stock is scarcely distinguishable from a debenture 
bond in this respect if the dividends are cumulative. The only benefit to the busi- 
ness proprietor in having preferred stock rather than bonds outstanding is that no 
obligation to repay is involved in the former case. For this advantage, however, 
the owner often pays dearly either in the form of a higher rate for the money, or 
by ceding certain voting and management rights or by both. These costs may 
often not be worth the advantages received. In fact, there may be advantages to 
the maturity of debt provision over non-maturity of preferred stock, paradoxical as 
this may seem. As to interest, as well as dividends, common or preferred, there 
are payments as a general rule only when there are earnings sufficient to make 
them. This is certain as to small business at any rate. Unpaid preferred dividends 
accrue just as does unpaid bond interest. But at the time of maturity if the pro- 
prietor is not in position to pay off his debt or to refund it, he has at least the 
opportunity to make some kind of a settlement or obtain a postponement from 
his creditors. He is often able as a result to reduce his capital charges and his out- 
standing capital by a debt composition. On any kind of debt other than a pledge 
of property, a mortgage bond, the creditor has little recourse except some kind of 
a settlement. There is nothing shameful in this procedure and our laws have pro- 
gressively facilitated just such settlements. In so doing they have constantly re- 
duced the incidence of liquidation or reorganization which heretofore were the 
only courses of action open to the company in default. 

Thus, the proprietor in time of individual stress or of general depression can 
now free himself from a part of his cost of capital if it is in the form of debt, and 
by so doing put himself in a financial condition which might make him eligible 
for new financing. Under similar circumstances, it is far from clear that a business 
having only preferred equity capital is any better situated. 

From the point of view of investors any imputed preference for preferred stocks 
over bonds would have been considerably mitigated by recent amendments to the 
securities laws of various states and recent court decisions respecting them. One 
of the effects of these laws and judicial opinions is further to reduce any substantial 
difference between bondholders and preferred stockholders. For example, the con- 
stitutionality of an amendment to the New York State Stock Corporation Law 
which facilitates the reclassification of corporate preferred stock and the elimination 
of accrued and unpaid dividends has recently been upheld.’* 


18 McNulty v. W. & J. Sloane, —— Misc. ——, —— N. Y. S. (2d) —— (1945), 1 Prentice-Hall 
Corp. Serv. 920,966. 
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The above assimilation of the preferred stock to the debenture bond relates to 
those in which the dividend is cumulative. There is nothing to be gained by 
introducing into this discussion the virtues of non-cumulative preferred stocks. 
This class of securities is for all intents and purposes only a common stock with 
limited divends. It is frequently referred to as a fake common stock, or a common 
stock in disguise. 

Common stock financing has certain special advantages for the business pro- 
prietor as well as certain drawbacks, while for the investor in small and privately 
held business, common stocks are nothing but a headache. As to the business owner 
common stock has the obvious advantage of not entailing fixed capital charges. If 
the owner of the business continues to exercise voting control he can also retain 
complete managerial discretion including the declaration of dividends or the reten- 
tion of profits much as he pleases. He can even go farther than this and, in sub- 
stantial degree, affect the profit showing of the business by salary adjustments, 
including his own, or by paying out bonuses or setting up profit sharing plans for 
himself and his employees. 

But if the owner of the business has to cede voting control in order to obtain 
equity capital there is a far different story. Then his business is no longer his own, 
and he is more at the mercy of outsiders than is the proprietor of a business having 
long term debt. There are probably but few small business proprietors who would 
be willing to become minority holders of the voting stock of their own businesses 
in order to obtain capital, short of a point of desperation. 

Many of the factors which make common stock financing attractive to the pro- 
prietors are the very ones that make common stocks of small businesses unattractive 
to investors. As a minority stockholder the public investor is entirely dependent 
upon the generosity or caprice of the owner of the business for his income even in 
good times. And investors’ experiences in such ventures have shown them that 
owners are very reluctant to share their profits in the form of dividend payments 
and far more frequently prefer either to hold or reinvest profits or to raise their 
own and their associates’ remunerations. Furthermore, many small business man- 
agements with common stock held outside the family or social circle consistently 
withhold from such stockholders any information as to the affairs of the business, 
refuse to answer their inquiries or to render balance sheet and profit and loss in- 
formation. It may well be that this lack of accessible information is an important 
contributing cause of the investment public’s antipathy to the securities of small 
business, and one of .the real reasons why these securities are not marketable at all. 
This results in part from the fact that small issues of securities are exempt from 
registration under the Securities Act of 1933 so that the data which investors look 
for today when considering a new issue are not required of small companies. Para- 
doxical as this may seem, it would appear that this exemption from registration 
far from being an advantage to small companies is actually an impediment to the 

public’s reception of their securities issues. 
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It has sometimes been suggested that equity capital financing should be pro- 
moted by a quasi-public or government institution, either by direct investment or 
by guarantee provisions. If these proposals envisage financing by preferred stocks 
only it is submitted in view of the above discussion that they carry no advantage 
to the small entrepreneur over debenture bond financing. On the other hand such 
proposals raise serious questions as to voting rights, management, and possible con- 
trol of private business by government which, at this stage of economic and social 
thinking in the United States, it would seem desirable to avoid. While common 
stock financing has certain advantages, it must be evident that proposals for gov- 
ernment assistance to small business in this form, are confronted by this same set 
of embarrassing questions as to rights and powers. In fact, by injecting the equity 
financing proposal into programs of direct or indirect government assistance to 
small business it seems that the protagonist of the little businessman may have 
done his cause more of a disservice than a service. The implications of such pro- 
posals are invariably seized upon in public debate as involving a socialistic strain, 
and the case for common stock participation in small ventures by public bodies is 
not good enough to offset such criticism. As a result, programs of government aid 
which might otherwise have received sympathetic consideration have become bogged 
down in discussions on free enterprise versus totalitarianism. 

In view of these political circumstances and of the substantial doubts as to. the 
needs or merits of equity financing to small business, its omission would certainly 
seem to be no derogation from programs involving government participation. 
Surely much could be done through government action by means of loan financing 
and probably all of the apparent demand for capital funds could effectively be sup- 
plied in the form of debentures or notes, particularly if the following conditions 
are accepted: 1. Rates of interest substantially below current levels, commensurate 
with the borrowing rate for large corporations; 2. long term maturity dates and 
flexible amortization arrangements; and 3. liberal indentures and refunding pro- 
visions. Under such conditions bond financing would seem to be better adapted to 
small companies than stock, would avoid the conflicts of interest which bother the 
proprietor on the one hand and the investor on the other, and is the only politically 
feasible mode of financing by quasi-public and government institutions. 


IV 


On April 29, 1938, President Roosevelt, in a message to Congress on the concen- 
tration of economic power, referring to the position of small business said: “The 
heavy hand of integrated financial and management control lies upon large and 
strategic areas of American industry.” Here is a comprehensive statement of the 
financial problems of small business which unfortunately seems to have been over- 
looked in much of the recent discussions of the subject. The problem set forth by 
President Roosevelt is the one which results from the dependence of large segments 
of American industry and commerce, including small business, upon the predilec- 
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tions of commercial and investment bankers. The little man’s difficulty in obtaining 
funds for current operations as well as for capital purposes, and the disparity in 
the cost of such funds as between small and large concerns is one of the direct 
results of this dependence. 

For at least a generation, small companies have found it practically impossible 
to obtain funds for expansion in the public capital markets. To a somewhat lesser 
extent new business ventures have also found it difficult to get capital to start with. 
However, there was always some speculative and promotional capital for attractive 
new enterprises at least until the collapse of the investment markets in 1929. Since 
then new ventures have met with about the same resistance from investors and the 
same stiff banking charges for such accommodations as they have been able to 
eke out as have small and established enterprises. In fact, a working definition of 
small business which would also cover new business might be based upon this very 
situation. Thus, “small business” could be defined for purposes of discussion as 
any business established or projected which either cannot obtain capital funds at all 
or can obtain them only at exorbitant rates in the capital markets. A similar 
definitory formula could be based on differential rates for commercial loans as be- 
tween large, and small or new business. This kind of definition avoids the neces- 
sity of a quantitative standard based on value of assets, volume of sales or number 
of employees each of which presents difficulties of application. Mr. Eberstadt has 
said in the speech quoted above, that investment bankers are actually averse to 
financing issues of less than $100,000 and indifferent to those involving less than 
$1,000,000. This is not a new attitude or even one predicated on any sad experi- 
ence of the depression. For years the principal financial community has been closed 
to the man looking for just a small amount of capital to start or to expand his own 
business. Wall Street bankers and their securities markets had other fish to fry in 
the 1920’s, fried very little or no fish in the 1930’s and are looking for the big fish 
in the late 1940’s and 50’s. 

While this attitude of the bankers should not be set down as mere prejudice, it 
is, nevertheless, not justifiable by the profit experiences in small business financing. 
Actually the bankers’ atittude derives from the disinclination of investors to pur- 
chase the securities of small companies. One of the reasons for this disinclination 
is that these securities are not liquid, they cannot be bought and sold readily, they 
do not enjoy a “good market.” Another reason is they are too risky and don’t re- 
turn enough more in the form of dividends or interest than the seasoned issues to 
justify the added gamble. It is, therefore, highly questionable whether small busi- 
ness issues will be any more marketable after the war than they were before, in 
spite of the enormous accumulation of liquid public savings which are eagerly 
seeking investment outlets. 

Of course present tax rates have a bearing upon this apparent public apathy to- 
ward risks and profits. Not so much the business or corporate taxes, as personal 
surtax rates and to a far lesser extent capital gains taxes have bred some indifference 
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to profit potentialities, so much of which if realized are recoverable by the govern- 
ment. But high taxes for the foreseeable future is a postulate which can hardly be 
questioned. There will no doubt be some shifts in the tax burden as between 
business directly and the individual stockholder. Some alleviation in the tax bur- 
den throughout from war-time rates is of course predictable. But it would be over- 
optimistic to expect that tax relief alone could provide any substantial change in 
the basic psychological determinants, particularly as these attitudes of investors ante- 
date the war and were established when tax rates were considerably lower than 
they will probably be for many years to come. Mr. Randolph Paul, former General 
Counsel of the Treasury Department in charge of fiscal matters, recently expressed 
the opinion that tax alleviation alone should not be relied upon to solve the finan- 
cial dilemmas of established small enterprises or to find funds for launching new 
ones.’* It is even more difficult to concede that the cost of credit or capital to small 
business would be measurably affected by amendment of the rates of tax on busi- 
ness profits or on individual incomes. 

One answer to the financial dilemma of the small enterpriser might be looked 
for through the commercial banking system were he able to obtain short term credit 
there readily and reasonably. It is only fair to say that this relief, however, would 
not solve the problem of new enterprise or of expanding business because what 
these should have are not commercial loans of short or medium duration but long 
term funds. Unlike the investment banker, the commercial bank is apparently 
receptive to the loan applications of small concerns and is ready to fill them pro- 
vided the prospect is a good business risk. The commercial banks have enormous 
funds at their disposal in the form of deposits at the highest level in the history of 
the country. In a sense this makes the argument for more funds to finance small 
business look somewhat ridiculous. In fact, this situation prompted the Fede.al 
Deposit Insurance Corporation in its annual report’® for the year ended December 
31, 1943, to decry the “doubts concerning the ability of banks and other private 
financial institutions to finance business enterprise.” The “ability” of the banks 
has, of course, never been in question. The banking system had the ability in 
terms of cash and deposits all through the depression years. It is the willingness of 
the banks to do the job that was then, and still remains, the real question. 

Quite obviously the rub in the short term credit mechanism for small business 
is not so much the availability of funds but rather the cost of credit. During the 
past ten years there has been a disparity of from 3 to 6 percent between the lending 
rate of commercial banks to large business and the rate for similar term loans to 
small business. Large business can borrow short and medium term funds at 1 or 
2 percent. It is almost impossible for a small businessman, no matter how good 
his credit status, to obtain funds below 5 percent and most small loans probably 
carry a rate of 6, 7 or 8 percent and so on up. What statistical research has been 


** Speech on “The Future of Small Business Taxation,” before the New York Employing Printers 
Association, Hotel Commodore, New York City, Feb. 26, 1945. 
45 FepeRAL Deposit INsuRANCE Corp., ANNUAL Report (Dec. 31, 1943) 12. 
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done on the profit performance of small business as compared with large, on the 
rate of failures and so on does not provide an adequate economic justification for 
such discrepant rates. 

.Back in the days of the T.N.E.C. hearings, Mr. Adolph Berle, then Assistant 
Secretary of State, appeared before the Committee and discussed the question of 
commercial bank rates. In cogent terms he disposed of the generally accepted pre- 
sumption that rates of interest were a mathematical function either of risks or 
costs.° He made the point that commercial bank rates were determined almost 
entirely by what the bankers considered to be their optimum rate of profit on a 
given set of transactions. The cost of banking funds to private enterprise, there- 
fore, depends upon what profit per share the commercial banks feel they should be 
able to report to their stockholders. Or otherwise stated, the evaluation of what 
constitutes a “reasonable risk” on a loan application is actually determined by a 
standard or minimum rate of profit for the lending institution. 

In the light of this analysis our problem of financing small business might be 
considerably elucidated by an examination of the bankers’ concept of optimum 
profit which in turn affects the determination of “reasonable risk,” a highly impor- 
tant consideration in the field of commercial banking. Of interest by way of illus- 
tration is the following statement made five or six years ago by Mr. E. E. Brown, 
President of the First National Bank of Chicago, in the course of the Senate Com- 
mittee hearings on the Mead Bill: “Virtually no small or medium sized business 
which is entitled to credit either for a short or a long time and which can give 
reasonable assurances of repayment, fails to get it.” It is necessary to read between 
the lines of this statement, and to interpret such ambiguous phrases as “entitled to 
credit” and “reasonable assurances of repayment” in order to understand just where 
Mr. Brown stands. His formulation of the bankers’ position is not very different 
from that just recently taken by the American Bankers Association in announcing 
the formation of credit groups to increase the availability of bank credit to small 
business enterprise. It states that the purpose for the formation of these groups is 
“to assure that every competent man, firm or corporation that needs bank credit for 
some constructive purpose will get it.’ The judgment as to who is a “competent 
man” and what is a “constructive purpose” will of course continue to be made by 
the banker and such judgment, we may be sure, will be predicated upon the same 
concept of reasonable risk, i.e., adequate profit per loan. And here also as in Mr. 
Brown’s statement, is not a word as to a prospective reduction in the cost of credit 
to small business. ' 

It seems quite evident that the dilemma presented by this set of psychological 
determinants of the financial problem has not yet been met either by the bankers, 
or by government financial agencies, nor has it been faced by any of the solutions 
proposed to date. Why have government and government owned financial agen- 
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*° Hearings before the Temporary National Economic Committee, 76th Cong., 1st Sess, Part 9 (1939) 
3820-3821. 
17Fep, Res. BANK oF N. Y., MontTHLY Review (Dec. 1, 1944) 91. 
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cies, such as R.F.C. and the Federal Reserve Banks, failed either in the provision of 
needed funds to small business or in bringing down the cost of such accommoda- 
tions? The answer seems to be that they also have used the “reasonable risk” 
yardstick as their lending criterion. Apparently the liberalization of this formula 
has not been obtained by transferring the banker from the private to the public 
payrolls, or in other words by continuing or setting up autonomous government 
financial institutions. 

The same kind of inhibition may reasonably be expected to attend the various 
proposals for government participation in or underwriting of private banking in 
the field of small business. It is submitted that no plan for the alleviation of the 
small business financing problem has much of a chance of success which would 
retain the formulation of credit policy by the bankers, without any assurance that 
they will apply a radically regenerated concept of “reasonable risk.” But none of 
the plans for government guarantees can give this assurance. In fact, there is reason 
to suspect that the cost of funds might be increased under such plans because of the 
added guarantee fees and administrative expenses of the public agency. Such ar- 
rangements might even become an underwriting by the government of the bankers’ 
rate of interest and profit differentials, as well as a guarantee against risks or losses. 

Most of the proposals to enlist government assistance in the financing of small 
business favor a system of government guarantees of private financing or the 
assumption by government of private risks rather than direct lending or investment 
by the government. Proponents of these plans apparently assume that a banker 
would be more liberal and less cautious in providing accommodations with a gov- 
ernment guarantee to absorb a good share of his potential losses. But this assump- 
tion belies the acquaintance of its holders with banking psychology. No bank is 
going to voluntarily put itself in a position of having to come to the government 
from time to time to be bailed out of bad loans. Almost any given bank 
official confronted with a loan application which by his standards is too risky just 
couldn’t say “yes” although he has assurance that the government will help him 
out in case of loss. The trouble is that if he should make enough loans that turn 
out to be sour, even though the bank may not be out of pocket, yet a record has 
been made which impugns his judgment and may damage his reputation in the 
financial community. A vice-president of a bank who had approved a number of 
loans which required the bank to go to the government for help would have very 
little chance of becoming president of that or any other bank. 

On the other hand, the Federal Housing Agency is sometimes offered as an 
illustration of successful private financing under government guarantees. But to 
urge this analogy is to overlook certain fundamental differences between the financ- 
ing of homes by mortgage companies on the one hand and of businesses by banks 
or investors on the other. A house is a tangible asset subject to fairly accurate 
appraisal of value. A business is a bundle of potentialities. A house owner who 
meets financing charges on his property is only paying rent. A mortgage debt 
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may be quite appropriate in the real estate field, but in the field of business it is 
credit on a note, or on a debenture bond with a liberal indenture that is wanted. 
Businessmen are justifiably reluctant to pledge fixed assets for loans in the light of 
their past experience. Furthermore, there is far less reason to expect bankers to 
respond to government guarantees to anything like the favorable degree of response 
received from the real estate mortgage companies. 

But even should a commercial bank pool, with or without government participa- 
tion, turn out contrary to these expectations and operate successfully, only a part, 
and perhaps the least important part, of the small business financing problem 
would have been taken care of. The spokesmen for small business have most 
vehemently appealed not for short or medium term loans but for long term loans 
to be used as capital for the expansion of their businesses. Funds for such purposes 
cannot be supplied by the commercial banks but would normally be sought in the 
public capital markets. In recent months several suggestions have come from the 
investment banking community to unfreeze the capital markets for small issues. 
These proposals are similar to the plans of the commercial bankers to the extent that 
their essential feature involves the establishment of regional pools of capital or of 
regional investment trusts. Apparently it is felt that underwriters in consort would 
be willing to undertake financial risks which individuaily they have eschewed; also 
that investment banking or underwriting has been too exclusively centered in the 
Wall Street area and that a geographic distribution would encourage a revival of 
independent regional financing of local enterprises. Investment bankers’ plans are 
invariably addressed to the problem of increasing the amount of investment capital 
available to small business, but have given no attention whatsoever to the possibility 
of decreasing the cost of obtaining such funds. If, however, either equity or loan 
capital to small business continues to be conditioned upon a fee of 20 percent to the 
underwriters there would appear to be but small relief in the offering of added 
accommodations. 

One of the reasons for the investment banker’s refusal to do business with the 
small enterprise is his knowledge that his client, the private investor, would not 
take up the offerings of such issues. Therefore the investment banker would have 
his own capital tied up in these investments and notwithstanding the general im- 
pression of the wealth of the banking industry, its capital is, in fact, not of such 
proportions as to allow of many such long-term commitments. The American 
investment banker, unlike his British cousin, is more of a salesman than an under- 
writer. Our investment bankers underwrite only those issues which they have rea- 
sonable assurance of being able to sell within a very short time period measured, 
in terms of hours preferably and of days at the most. “Sticky issues,” that is those 
which have to be shopped around in order to be disposed of, are avoided like the 
plague. Small business issues are perforce “sticky.” It is not clear how this con- 
dition would be altered by the proposal to establish investment banking pools or 
trusts as a substitute for individual firms. 
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There is substantial question as to whether regional investment bankers, that is 
those outside of the largest financial communities, would be attracted to local ven- 
tures. Time was when some community enterprises could have gone to the local 
investment bankers for capital, particularly if they were friends in the social sense, 
But in those days the local banker had very little other business to keep him going. 
Times have changed, however, and today the local investment bankers no longer 
underwrite local issues, largely because he has other sources of business which are 
equally or more remunerative and considerably less risky. 

The interest of the local bankers today is practically absorbed in two types of 
transaction. First, in respect of new issues as members of selling groups organized 
by the large underwriting firm in the large financial community. And second, as 
dealers in the over-the-counter markets. These fields of activity provide the re- 
gional financier with sources of revenue at least as rewarding and considerably less 
risky than the underwriting of small issues for local enterprises. 

Much has been spoken and written in favor of a pool of funds to be subscribed 
to by the local citizenry and to be loaned to or invested in new and expanding 
enterprises within the community. This is the kind of a program which has consider- 
able appeal particularly to those with a nostalgia for the old forms of democratic 
organization, like the cracker barrel group. But is it realistic to expect businessmen 
to promote the establishment and renovation of their competitors by advancing 
funds which these unfortunate competitors haven’t been able to obtain even from 
the local bank? Would a directorate which included the leading community 
apothecary, for example, be likely to finance an ambitious new druggist? The 
amount of log-rolling which would undoubtedly emerge in such a community 
arrangement would probably sink the whole project in a very short time. 

Community financing plans have been in operation in various parts of the 
United States for the better part of the twentieth century. Many of these plans 
have attractive features, and are made particularly so by pamphlets and other 
descriptive literature prepared for distribution. But it is rather sad to report that 
the record of their accomplishment hardly fulfills the bright promise of their cre- 
ators. The United States Chamber of Commerce recently compiled a collection of 
reports on community industrial financing plans.’* Review of this compilation 
makes it plain that this kind of approach is not the answer to our problem of financ- 
ing small business. In the years that these plans have been in existence they have 
obviously not even scratched the surface of the problem. Even the most touted of 
these plans can show a record of actual achievement which is small in relation to 
the size of the community. The amount of financing done by all these plans over 
the course of their period of operation can have made no measurable contribution 
to the total economy. Perhaps the same ghosts of “reasonable risk” which haunt the 
private and public financial institutions are also found in the community councils, 


18 CHAMBER OF COMMERCE OF THE UNITED STATES, COMMUNITY INDUSTRIAL FINANCING PLANS 
(mimeographed, undated but actually published in 1945). 
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The most recent revival of the community financing formula has been put for- 
ward by the Investment Bankers Association. In April of this year it submitted to 
the Senate Small Business Committee a plan’® which is a generalized community 
finance organization not very different from that suggested by Mr. Eberstadt except 
that the government contribution would be made in the form of loans to the com- 
munity groups by the Federal Reserve Banks. In fact, the Federal Reserve Banks 
would be obligated generally to advance to these local groups three times as much 
as the community had contributed as capital, provided the Board of Governors of 
the Federal Reserve System had granted charters to these groups. Thus, while it 
is intended that the operations of the groups should be vested in the communities, 
it would seem that the Federal Reserve System could exercise quite a decisive in- 
fluence, not only in the actual granting of the privilege to do business, but also in 
the selection of managements and directorates upon which policy after all so closely 
depends. In this connection it is interesting to note that the I.B.A. plan seems to 
contemplate a board of directors made up entirely of businessmen and bankers with 
no representation being reserved for representatives of local labor or agricultural 
interests. 

No new principles are involved in this proposal of the I.B.A. and the same set 
of questions presented above are pertinent to it. Apparently it is conceded that 
the financing of small business is to much of a job for the investment banking 
industry under its present unorganized but highly centralized set up. Therefore, 
organization and decentralization are proposed as solutions, plus the not inconsid- 
erable contribution by government of three times the private subscription, and the 
further protection to the local capital afforded by the required purchase by the 
borrowers of a junior common stock. 


All of these proposed formal amendments to the present investment banking 
system, as well as those proposed for commercial banks continue to leave the basic 
questions unanswered. For example, what indication is contained in the I.B.A. 
plan that a liberalized standard will be applied as to the loans and investments of 
the proposed groups? ‘The requirement that each local Federal Reserve Bank 
“would investigate and report to the board the qualifications of the board of direc- 
tors and management of the proposed company” would seem to insure the employ- 
ment in these capacities of the very same personnel who now establish loan and 
investment standards and requirements. But even should the management be more 
generous with the funds of the group (composed, that is, one quarter of private 
and three quarters of public contributions) than they have been with their own as 
bankers, what can be looked for in the way of cost reduction? At a continued 
cost of 20 percent for new equity capital it could hardly be said that the financial 
vicissitudes of the small businessman would be very materially alleviated. 


2° A summary of the plan is to be found in Journal of Commerce, April 25, 1945, P. 6, cols. 4, 5, 6. 
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CoNncLUSION 


It seems quite clear that what we must seek is a radically new solution for the 
problems of financing small business, for a structure quite different from any that 
have been blue-printed as yet which will assure the needed flow of credits for short 
and medium term accommodations, and of long-term capital loans for the ex- 
pansion of old and the establishment of new ventures. Our situation in this area 
of the domestic economy is not very different from that which we have already 
confronted in the field of foreign investment. There, it was realized, would be 
after the war a tremendous demand for United States capital, both for the recon- 
struction of devastated areas and for the development of backward and under- 
industrialized countries. And, there also, it was realized that the risks might be 
so high for our private bankers, and the costs so burdensome to the borrowers, 
that the needed and justified credits would not be forthcoming without the inter- 
vention of a public instrumentality. Therefore, the United States government has 
participated with the governments of the other United Nations in the establishment 
of the International Bank for Reconstruction and Development which has among 
its purposes, “when private capital is not available on reasonable terms, to supple- 
ment private investment by providing, on suitable conditions, finance for productive 
purposes out of its own capital.”*° In other words it is one of the purposes of this 
Bank to make direct international loans when credit is either not available through 
the private banks or when it is only available at unreasonable cost. While the 
particular conditions of the domestic financial needs of small American enterprises 
do not parallel throughout those of foreign nations and their enterprises, there is 
enough similarity to provide an approach to the solution we have been looking for. 

It is axiomatic that the maintenance of a high and balanced level of foreign 
trade and the success of international investment depend upon the sustaining of 
full production and employment in the United States. Small business is a big pro- 
ducer and a big employer. Small business can contribute handsomely to produc- 
tion, distribution and employment if it has the wherewithal to operate, if it is given 
access to credit and capital. This is what makes the problem of financing small 
business a national, even an international issue, regardless of the merits of its pres- 
ent situation. And it is these considerations which justify the assurance to small 
business of ready and reasonable access to the credit and capital resources of the 
nation. It is for these reasons, if for no other, that the financing of small business 
and the encouragement of its growth is an inescapable government responsibility. 
Small business, therefore, is entitled to credit not because it can give “reasonable 
assurances of repayment,” but because its collective expansion will contribute to the 
health of a democratic world economy. 

What is suggested here, frankly, is an outright subsidy to small business. We 


2° See Art. 1 of Articles of Agreement of the International Bank for Reconstruction and Development, 
Annex B to UnirED Nations MONETARY AND FINANCIAL CONFERENCE, FINAL AcT AND RELATED Docu- 


MENTS (1945). 
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have, in the past, made such a subsidy to encourage employment—because we recog- 
nized that widespread joblessness menaced the society in which we lived. We 
have, through the Farm Security Administration, subsidized the establishment of 
small independent farming units—because we recognized that rural democracy was 
threatened by the progressive concentration of power in large-scale, corporate agri- 
cultural establishments. We have, by one device or another, subsidized railroads, 
airlines, and a merchant marine—because we recognized that their development 
would be of benefit to our economy as a whole and to our national security. And 
through protective tariffs, we have conferred indirect subsidies on the very indus- 
tries now grown so great that they threaten to cut the umbilical cord of nascent 
competition. 

We know that we face in the United States a secular problem of providing full 
employment for our available manpower. We know, too, that we face a not unre- 
lated problem of providing full opportunity for the exercise of individual initiative. 
Why not boldly couple these problems, make them reciprocal, and find a solution 
for one which will also help to solve the other? Expanding business is a key to 
full employment. Full employment, conversely, is indispensable to business health 
and expansion. 

Let us establish an agency which will act to promote the security of small busi- 
ness—that is, make loans out of public funds, to productive enterprises which can- 
not obtain needed financing at reasonable rates through the private banking system. 
Let us altogether set aside in making these loans the test of “good business risk.” 
Let us insist, instead, only upon the requirement that the enterprise give reasonable 
promise of promoting employment and adding to the social and economic well- 
being of the nation. Let us, within predetermined limits, make available to such 
enterprises, undertaken in good faith by men of character and competence, capital 
funds for the construction of new plants and facilities or for the expansion of ex- 
isting establishments. The Farm Security Administration is a good illustration of 
the successful operation of just such an agency in a closely related field, that of 
small agricultural enterprise. 

This proposal for direct governmental investment in small business is viewed 
as an implementation of the program for full production and employment set forth 
in a bill recently introduced by Senator James Murray of Montana. Senator Mur- 
ray’s bill provides that if projected private investment for a fiscal period should be 
inadequate to create full employment, a program of government investment would 
be authorized in connection with the annual budget in order to compensate for 
this inadequacy and to bring the total investment to the level required to create 
jobs for all.?4 In all discussions of this project, public works have been emphasized 
as the appropriate sphere for government investment. It is here proposed that more 


*. For an analysis of this bill, see Gragg and Teale, The Proposed Full Employment Act (1945) 23 
Harv. Bus. REv. 323. 
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attention be directed to the allocation of a portion of the supplementary investment 
to be made by the Government to small business loans. 

These loans must be for long terms, at low rates and with liberal refunding pro- 
visions if they are to meet the real small business need. They might well follow 
the pattern established for farm financing by the Farm Security Administration 
under which loans are made at 3 percent interest for periods not exceeding forty 
years to competent tenants, share-croppers, and farm laborers to enable them to 
become farm owners. 

The essential thing is to put the emphasis on need and to get away from the 
kind of restriction which makes the Reconstruction Finance Corporation, for ex- 
ample, just another bank. The R.F.C. is authorized to make loans to business 
enterprises for the purpose of promoting economic stability and employment. But 
all such loans must be, in the opinion of the board of directors “of such sound 
value, or so secured, as reasonably to assure retirement or repayment.” Obviously, 
this renders the agency at once hors de combat with respect to high-risk financing. 
Its capital, at best, can be only slightly more venturesome than the capital of private 
bankers. 

The criteria of lending must be changed. The only appropriate conditions for 
loans to small business which will genuinely enable it to grow are that they be 
needed for expansion or for undertaking new ventures, that they be used exclusively 
for these purposes, that they entail employment of manpower and that the appli- 
cant be a man of character unable to obtain the necessary funds on reasonable terms 
from private banking sources. It is essential, moreover, that the allocation of loans 
to small business be tied directly to the general program for full production and 
employment—not divorced from it in some administratively autonomous agency 
like the R.F.C. It will be necessary to liberalize or contract the extension of credit 
in direct ratio to the ebb and flow of national prosperity. When private invest- 
ment is at a low level and when business and employment, in consequence, are 
diminishing—in a period, this is to say, when bankers are most reluctant to risk 
their capital—the Government must press vigorously for employment of its funds. 
When business is booming and private capital is inclined to seek investment oppor- 
tunities, then Government lending must be minimized to avoid the danger of in- 
flation. Government capital, in other words, must serve in the role of a mechanical 
governor to regulate the speed of the industrial machine—its function, balance; its 
purpose, constancy. 

Assuming Congressional enactment of the Full Employment Bill, or something 
akin to it, we shall have an appropriation by Congress to supplement the estimated 
private investment when that estimate seems inadequate to generate full production 
and employment. Congress presumably will then determine how its appropriation 
should be used in the stimulation of private enterprise. Investment of the allocation 
to private enterprise within a designated fiscal period will consequently be manda- 
tory. And the sole acceptable excuse for failure on the part of an administrator to 

















Tue PropteM oF Lone Term anp Equity Caprrau 273 


invest the full amount allocated to him will be an insufficiency’ of loan applications 
from businessmen. The implications of such a contingency would be either that 
other governmental measures had so stimulated the flow of goods and services as to 
diminish the need: for this part of the program or that private lending institutions 
had been sufficiently encouraged to undertake the needed financing. 

This program would do something else as well—something of no negligible 
importance. It would help to bring back an all but forgotten art—character bank- 
ing. In the days when there was faith in the American future, when bankers 
believed our economy to be infinitely, or at least indefinitely expansible, capital 
sought opportunity and knew that it could always find it in men of integrity, in- 
dustry and intelligence. Such men were the “good business risks” of the era of 
expansion. Given the means and the opportunity, such men might well fulfill this 
role again. The men are not lacking; initiative is still a live part of the American 
heritage. The opportunity is waiting to be grabbed by the forelock; America is 
still an undeveloped continent in terms of its dreams and its potentialities. The 
means must be made available.”” 


22 Since the foregoing pages were written, the Small Business Advisory Committee has submitted a 
report to the Secretary of Commerce embodying its recommendations on some of the problems of small 
business in the United States. Secretary Wallace in releasing this report for publication referred to it 
as “a magna carta for the small businessman.” This report includes a brief section on Finance and 
Credit in which the Committee’ foresees the prospect of a substantial demand for long term funds by 
small businessmen. It also recognizes the fact that the present cost of equity financing is excessive and 
that such financing is difficult to obtain. 

The Committee recommends the establishment of a government agency “to guarantee long term loans 
made by private financing institutions as a means of providing capital financing to new and established 
small business enterprises.” The Committee also recommends the development of a special type of term 
loan for the long term financing of small business and particularly emphasizes the necessity for flex- 
ibility in amortization provisions. The report suggests that interest rates “should be as low as is con- 
sistent with economic conditions,” that loans should run for 10 or 15 years and that current assets 
should not be required as collateral. It also proposes that a standard loan contract should be provided 
by the guaranteeing agency to incorporate these provisions. 











SMALL RETAILER CREDIT SOURCES 


TuHeopore H. SmitH* 


Lest the reader be misled by the broad title, let it be said that this presentation 
will limit itself to sources of working capital credit available to small retailers, other 
than commercial bank sources. Before discussing the various forms of credit, it 
seems advisable to determine the extent to which retail institutions fall into the 
class of small business. In recent years, the extensive advertising by chain store 
organizations, large department stores and mail order houses may have created the 
impression that these organizations originate the majority of retail sales. An anal- 
ysis of the most recent Retail Census, that of 1939, discloses that at the time the 
Census was taken, there were 1,770,355 retail stores. Of these, 91 percent, or 1,613,673, 
were unincorporated businesses actively managed by the proprietor; 86 percent, 
Or 1,521,145, were independently owned single-unit stores with an average sales 
volume of $18,024, and handled 65.2 percent of all retail sales.” After a review of 
these figures, and making allowances for independently owned department stores 
and a few other large retail establishments, it seems certain that by the use of any 
reasonable yardstick for dividing retail businesses into large and small concerns, nine 
out of ten should be regarded as small. 

The working capital needs of a retailer center about his inventory requirements, 
his inventory turnover, his accounts receivable and the rapidity with which they 
can be liquidated, plus a certain amount of cash for his day-to-day expenditures. 

In an analysis of 271 retail trade companies, made in 1943 and including retail 
establishments of all sizes and kinds, the working capital represented 68 percent of 
all assets, and inventories and receivables in combination represented 44 percent of 
the total assets, indicating the important role working capital plays in retailing? 
Standards of requirements for working capital have been developed in various lines 
of retail trade, particularly for department stores, specialty stores and variety chains, 
but little has been prepared for the small retailer which can be regarded as authori- 


* A.B., 1921, M.B.A., 1926, Northwestern University; Ph.D., 1940, Ohio State University. Special 
Assistant, Division of Security Loans, Board of Governors of the Federal Reserve System, Washington, 
D. C. Professor of Marketing, University of Oklahoma. Lecturer, American University. Author of 
MarKeETING oF Usep AUTOMOBILES (1941) and private research studies for newspapers and marketing 
organizations. 

*U. S. Bur. or Census, SIXTEENTH CENsUs OF THE UniTep States (1940), CENsus oF BUSINESS, 
Voi. 1, RETAIL TRADE: 1939, part 1, p. 63, Table 3A. 

? Id. at p. 69, Table 3F. 

* Ropert Morris AssOclATES AND FEDERAL RESERVE SYSTEM, SURVEY OF BusiNEss FINANCE (1943) 14. 
(Published by Robert Morris Associates.) 
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tative. Since commercial bank credit is not to be included in this paper, the dis- 
cussion will be limited to mercantile credit and credit obtained through the pledg- 
ing of accounts receivable. 


MERCANTILE CREDIT 


Mercantile credit, sometimes referred to as commodity or trade credit, is ex- 
tended by one businessman to another, and generally implies the receipt of goods 
by one party, to be paid for at a later date. While such credit is generally unse- 
cured, it is at times based upon a bill of lading, a warehouse receipt, a promissory 
note or a trade acceptance. 

The Wholesale Census of 1939 reveals that 77.5 percent of the sales made by 
service and limited-function wholesalers were on a credit basis, and that 60 percent 
of all sales were extended for a period in excess of 10 days. When the manufac- 
turer sold directly to the retailer, 91.7 percent of all sales were reported to be on 
credit, and 65 percent were for a credit period in excess of 10 days.* This would 
appear to indicate that wholesalers and manufacturers carry on their books as re- 
ceivables much of the inventory of retail stores; they are bankers in the sense of 
delivering goods for later payment in cash. 

Since in excess of 60 percent of the retailers’ purchases are for a credit period 
longer than the customary 10 days, the dependence of the retailer upon his sup- 
plier is evident. Historically, the substantial cash discount accorded the retail trade 
is linked to the heavy risk involved in extensions of credit, and even when credit 
risk has been reduced through closer contact with the retailer and through improved 
market information, the custom of giving this discount has continued, with the 
rate for retailers ranging from one to four per cent if the account is paid within a 
relatively short period. The two percent cash discount for payment within 10 days 
approaches standard practice and represents a substantial premium for prompt pay- 
ment of the account. Assuming the annual sales volume of a small retailer to be 
$20,000, the wholesale price of the goods he must purchase for his inventory in the 
course of a year would probably be in the neighborhood of $15,000. A two percent 
discount on this figure would amount to $300 a year, additional income which 
might well have the effect of taking the retailer out of the distinctively marginal 
group. Further, a retailer who has been able to discount his bills is likely to be 
placed on the preferred list compiled by distributors and manufacturers, and so may 
be given opportunities to participate in special offerings. 

The question of why mercantile credit plays so important a role for the small 
retailer, as compared with bank credit, can be explained. In many instances, small 
retailers find it difficult or impossible to meet the requirements of commercial 
banks. Reasons for this are discussed elsewhere in this symposium. Manufacturers 
and wholesalers, however, by their use of bank credit do make such credit avail- 
able indirectly to retailers who could not obtain it directly. Mercantile credit, be- 


*U. S. Bur. or Census, SIXTEENTH CENSUS OF THE UNITED StaTEs (1940) CENsUs oF Business, VoL. 
II, WHOLESALE TRADE: 1939, p. 112, Table 6A. 
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sides being more easily obtained in many instances, is also generally tailored more 
closely to the needs of the different types of retail establishments, for credit exten- 
sion and its maturity are at least roughly adjusted to the physical characteristics of 
the commodity and its marketability, to the merchant’s inventory requirements and 
the particular trade’s normally expected rate of inventory turnover, and when occa- 
sion warrants, to a sympathetic understanding of specific trade conditions. 

Besides the conventional forms of mercantile credit, in which the manufacturer 
or distributor sells goods with a specific or implied date of payment, there are occa- 
sions when manufacturers place their products with retailers on consignment, and 
in so doing finance this portion of the retailers’ inventories. Three reasons may 
be advanced to explain such a procedure. First, it enables the manufacturer to con- 
trol distribution of his product and its retail price; electric light bulbs are an ex- 
ample in this instance. Second, the manufacturer of perishable products such as 
baked goods and frozen foods may wish to retain control of his product after it 
reaches the retailer, in order that he may supervise its freshness at the time of sale 
to the ultimate consumer, and by so doing insure consumer satisfaction and confi- 
dence in the manufacturer’s brand. Third, a manufacturer may be desirous of 
effecting a quick and wide distribution of a new product and may feel that con- 
signment selling will best accomplish his objective. Consignment merchandising 
represents only a small fraction of retail inventories, but its importance varies, of 
course, with the type of retail store.° 

The heavy dependence of small retailers upon wholesalers and manufacturers 
for working capital raises the question of the extent to which this dependence is a 
handicap to the retailer. There is apprehension that the retailer, having accepted 
credit from a supplier, may be forced to his detriment to continue to do business 
with his creditor; in fact, it is asserted that it is not unusual for credit to be ex- 
tended with the distinct understanding that subsequent purchases will be made 
from the creditor. This binds the retailer so that he may be forced to pay higher 
prices than are being quoted in the open market. Such higher prices may be called 
a hidden and excessive credit charge. Few will doubt that instances can be cited 
in which exploitation of retailers by wholesalers and manufacturers has taken place; 
but to assume that this is a general condition and, further, that it is one of the 
major handicaps of small retail business, seems at least questionable. Undoubtedly 
the marginal operator whom the trade recognizes as here today and gone tomorrow 
finds little consideration from suppliers, but, on the other hand, dealers who give 
evidence of managerial ability and character have been besieged by wholesalers and 
manufacturers who desire them to carry their lines. It is well known that in the 
thirties well established and financially strong distributors and manufacturers in 


* Discussion of factoring, which from a legal point of view is close to consignment, is omitted from 
this presentation of small retailer credit sources. Factors operate almost exclusively in the wholesale 
market, being most prominent in the textile field. Except for some isolated cases, factoring in the 
United States had its origin in and does its business today in the financing of textile mills and garment 
manufacturers, serving as a form of specialized banking in these industries. Factoring has little per- 
tinence to retailing. 
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various lines felt obliged against their will to acquire certain retail outlets or to 
buy financial interest in retail establishments in order to be sure of satisfactory 
representation for their goods. Further, manufacturers have been known to pay 
sales bonuses to retailers with whom they have had successful relationships, to 
insure their financial soundness. Automobile, tire, paint and appliance manufac- 
turers and oil processors were among those who gave such aid to affiliated retailers. 


A mere comparison of the cost of credit to the small retailer and the cost to the 
large and well established corporation may naturally arouse sympathy for the small 
operator. But investigating and servicing credit extensions is costly, and until loans 
either become sizable or are periodically renewed and so become cumulatively sub- 
stantial, the charges are inevitably high in proportion to the amount of credit ex- 
tended. The cost of risk is high because there is exceptionally heavy mortality in 
small retailing. It is estimated that as many as 50 percent of the failures are attrib- 
utable to inadequate or poor management,® and since the success of a small retail 
establishment depends so heavily upon the managerial skill of its owner, the exten- 
sion of credit, unless well buttressed by collateral, must be treated very much like 
a personal loan. Cost of credit to small retailers is high not only because of losses 
to creditors through business failures, but also because such extensions frequently 
involve heavy collection expenses. 

Under the stimulus of aggressive competition between suppliers, the active search 
for outlets for funds on the part of financial agencies, the increasing availability of 
market information, and the development of standard practices, the granting of 
mercantile credit is gradually becoming more scientific, and it appears reasonable 
to assume that reductions in credit cost will materialize. 


FInancinGc oF Accounts RECEIVABLE 


Working capital needs of merchants are primarily for inventory and the carry- 
ing of accounts receivable, and the relative importance of these depends upon the 
particular trade under discussion. It is probably safe to say that a majority of small 
retailers extend credit to their customers. This is substantiated to a considerable 
degree by the 1939 Retail Census, which estimates that 34 percent of the volume 
of retail sales is on credit. If sales by the large chain stores, particularly the variety 
and grocery chains which transact all business on a cash basis, were eliminated, in 
the neighborhood of 50 percent of the remaining volume of retail trade would be 
found to be done on credit. 

Retail sales on credit can be divided into two segments, open account credit and 
installment credit. In the 1939 Census, credit sales for which an analysis was re- 
ported indicated that 66.9 percent of this credit was open book, while 33.1 percent 
was installment. From these figures it appears that in the most recent so-called 
“normal” period, two out of every three dollars of consumer credit arising out of 


®° Temporary NaTIonAL Economic CoMMITTEE, PROBLEMS OF SMALL Business, Monograph No. 17, 
Sen. Comm. Print, 76th Cong., 3d Sess. (1941) 136. 
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retail sales were open book credit and every third dollar was installment credit. In 
the discussion of mercantile credit, it was pointed out that such credit is frequently 
tailored to the needs of the retail merchant and that the period of settlement may 
be adjusted to the experiences retailers have in the collection of their open account 
extensions. 

Except in unusual cases, the small retailer relies upon equity capital, bank credit 
or mercantile credit in the financing of his open book accounts. Conditions relative 
to open book or consumer charge accounts have gradually become standardized. 
In the period in which the majority of the population of this country was dependent 
upon agriculture for a living, the retailer was frequently obliged to carry his cus- 
tomers until after the harvest. With the improved cash position of farmers and 
agricultural workers and the shift from agriculture to industry and commerce where 
workers receive regular incomes on a weekly or monthly basis, merchants have 
been able to establish the custom that open account credit is due and payable within 
30 days, or not later than 30 days from the first of the succeeding month. This 
practice has added a definiteness to date of payment which naturally instills greater 
confidence in such assets and increases their worth. The more rapid turnover of 
receivables has reduced the retailer’s need for working capital. 

Whereas the discounting of open account receivables with banks or financial 
institutions is not unusual in the case of manufacturers and wholesale distributors, 
it is very seldom employed by small retailers. In recent years, financial institu- 
tions and middlemen such as factors, discount houses, sales finance companies and, 
in some cases, commercial banks, have financed accounts receivable either by pur- 
chasing them or by accepting them as collateral, on a notification or non-notification 
basis. Financing of accounts has expedited the liquidation of such assets, assisting 
concerns in weak financial position, especially when such weakness indicated not 
that the business was failing but simply that sales were expanding faster than work- 
ing capital. However, rates on this type of loan for small organizations in the 
highly competitive retail trade are so high as to be prohibitive, and their use gen- 
erally indicates that a business is being liquidated. 

Installment credit is generally associated with a contractual agreement requiring 
the amortization of a credit extension over a period of time, involving two or more 
scheduled payments. While some “soft” goods are sold on this basis, durable con- 
sumer goods represent most of this form of credit. Furniture, jewelry, and some 
clothing retailers endeavor to finance such sales themselves, for various reasons, but 
probably primarily as a means of keeping contact with the customer and creating 
the necessity of his visiting the store periodically to pay on his account, at which 
times he may be induced to make further purchases. Such supplementary sales are 
generally referred to in the trade as “add-ons” and represent a substantial part of 
such stores’ volume of business. Some other well-financed retailers in the house- 
hold appliance and automobile businesses carry their own paper, but this practice is 
not the general rule, and in the automobile field probably less than 10 percent of 
all time sales were financed by the dealer prior to 1942. 

















SMa.t RetaiLer Crepit Sources 279 


While the pledging of open account receivables is of minor importance among 
small retailers, the pledging of installment sales contracts for loans or the discount- 
ing of these contracts with the sales finance companies and other financial institu- 
tions is accepted as good practice and in some lines is regular procedure. For the 
purpose of illustrating its effectiveness in making working capital available for a 
retailer, a description of the process as it relates to the automobile dealer is given. 

The sales finance companies which have carried the bulk of this business began 
in the early years of the present century and developed very rapidly after 1914. 
The growth in size and number of this type of organization may be said to parallel 
the growth of the automobile industry. The very rapid expansion of sales of cars 
after World War I made financial demands upon dealers which they were unable 
to meet, especially since automobile manufacturers have from the beginning of the 
industry been able to require cash payment for new cars, either at the time they 
are ordered, prior to delivery, or immediately upon delivery, a practice which makes 
exceptionally heavy demands upon the dealer’s working capital. Not being able to 
secure mercantile credit to finance his inventory, he found it essential to secure 
financial assistance in carrying his receivables. The resulting profitable character 
of such retail time sales paper naturally encouraged the starting of new companies 
and stimulated the growth of existing ones. Competition for profitable retail sales 
finance paper subsequently induced sales finance companies to offer to finance deal- 
ers’ new and used car inventories at very reasonable rates, provided the dealer 
would agree to direct his retail sales paper to the accommodating firm. It has there- 
fore been possible for an automobile dealer to have a substantial portion of his 
. inventory financed and also be relieved of carrying his receivables. The automobile 
dealer’s rather favored position can easily be explained, for in this line a high de- 
gree of product standardization has taken place, new and used market values have 
been stabilized and fluctuate only within relatively narrow limits, and a continuous, 
active, and nation-wide market has developed. Though the automobile appears in 
a favored position at present, similar conditions should develop in other lines as 
other consumer durable goods become standardized and develop stabilized values. 


Future TRENps 


It hardly seems likely that one of the major problems of the postwar period will 
be the availability of credit for the small retailer. In meetings currently held for 
and by retailers, the problem of credit availability is seldom discussed. At present, 
retailers are probably in the best financial position they have ever occupied, and 
the same may be said of wholesale distributors and manufacturers. Banks, sales 
finance companies, factors, personal loan companies and other financial organiza- 
tions are all confronted with the problem of finding safe and profitable outlets for 
their funds. There appears slight likelihood, therefore, of a shortage of credit. 
Since World War I, there have been significant developments in standardization 
and simplification of consumer products, especially in the field of convenience and 
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durable goods and also in many shopping lines. This should result not only in 
lower inventory requirements and more rapid turnover, but also in the broadening 
of the market for such goods through encouraging the flow of these items from 
depressed to more favorable markets. This broader acceptability should not only 
help to maintain values on new goods but should definitely strengthen the market 
value of used merchandise, which should in turn increase market stability and so re- 
duce credit costs. With the development of large-scale retailing, manufacturers of 
branded goods are more than ever cognizant of their dependence upon their retail 
outlets. Consequently, a coordinated effort on the part of manufacturer, distributor, 
and retailer to assist in the merchandising of dealer inventories should create greater 
confidence in the value of such inventories. 

If the small retailer was once the forgotten man of the business world, he has 
now been discovered. Business research bureaus of universities and departments 
of the state and federal governments study his problem and offer suggestions; man- 
ufacturers of business machines prepare management aids; trade associations give 
managerial advice and supply consultants. All of these aids should take some of 
the hazards out of retailing, with the result that credit risk will be reduced and 
credit become easier and cheaper to secure. The availability of store rooms, the 
willingness of distributors of store equipment to sell or lease on low down payment 
and extended maturity, the ease with which inventories can be secured through 
generous extensions of mercantile credit, and the increasing ease of financing con- 
sumer receivables seem to give little support to the idea that it is difficult to embark 
upon a retailing career. In fact, there seems as much cause to question whether it 
has been too easy as whether it has been too hard. 

















MERCANTILE COLLATERAL LAW—PRESENT-DAY 
CHANGES 


GarRARD GLENN* 


The merchant’s world, and that of his consort, the banker, have undergone 
changes that are not all due to the war. Of course the latter has exerted a tre- 
mendous influence in the diversion of goods from their markets, and the merchant 
nowadays has a creditor, in the shape of the government, that never previously 
appeared in such magnificent proportions.’ But certain problems which originated 
in pre-war sources are only now being faced. They trace to the Bankruptcy Act of 
1938, with its new provision about preferences. Some security devices are not 
affected, but others are; and the object of this paper is to sort them out, in the light 
of recent decisions. In that connection, also, legislation, actual and proposed, which 
bears upon these problems, will be examined. 


This article, however, is not limited to the bankruptcy legislation that is above 
mentioned. Other problems as to mercantile collateral have also figured in late 
cases, and they, too, will be mentioned. 


First of all, then, let us look at bankruptcy legislation. 


* A.B., 1899, University of Georgia; LL.B., 1903, Columbia University. Professor of Law, Univer- 
sity of Virginia since 1928, prior to which practiced at the New York Bar, and was also Associate Pro- 
fessor of Law at Columbia. Was a member of the Council of the American Law Institute, an adviser 
in its Restatement of Security, and an advisory member of the National Bankruptcy Conference. Mem- 
ber of American Bar Association, Association of the Bar of the City of New York, and Virginia Bar 
Association. Before and during first part of this war served on the War Department's Tax Amortization 
Board. Author of: Crepirors’ RicHts (1915); FRAUDULENT CONVEYANCES (1931), now in second edition 
as FRAUDULENT CONVEYANCES AND PREFERENCES (1940); GLENN ON LiQuIDATION (1935); GLENN ON 
MortcacEs (1943); GLENN’s Cases ON CrepiTors’ Ricuts (1940). Contributor to various law reviews 
and other periodicals. ; 

* Taxes are not within the purview of this paper, but I cannot pass the matter without mentioning 
a recent case which arose under a general assignment in Virginia. The debtor had conducted a cafe, 
which was liquidated by the general assignee to the net amount of $1400, and this sum was specifically 
claimed by three parties; general creditors having nothing to say. One claimant was the United States, 
as a prior creditor for over $1500 with interest, “representing,” to use the Supreme Court’s words, “cer- 
tain federal unemployed compensation taxes and a debt arising out of a Federal Housing Administration 
transaction.” Another claimant was the City of Danville—also for taxes. The third claimant was the 
landlord of the leased premises where the ci-devant cafe had flourished, and he asserted a landlord’s 
lien for the entire fund, by virtue of six months’ rent in arrear and yet to accrue. If he had a valid 
lien under State law, this landlord should have won, for the debts due the United States had not been 
reduced to lien by levy previously to the landlord’s petition and in any event his lien, as recognized 
in Virginia, had existed prior to his petition. The State court decided in favor of the landlord, but the 
Supreme Court reversed, although Jackson, J., who dissented, thought that the Virginia court’s decision, 
as to the landlord’s lien under Virginia law, should have controlled. United States v. Waddill, Holland 
& Flinn, 323 U. S. 353, 65 Sup. Ct. 304, 89 L. Ed. —— (1945), reversing s.c., 182 Va. 351, 28 S. E. 
(2d) 741 (1944). The case can only be justified on grounds of policy, but that is not part of my 
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EFFECT OF THE Present BANKRUPTCY AcT 


The Bankruptcy Act of 1938 (commonly called the Chandler Act) makes no 
such fundamental changes in the law of fraudulent conveyances and reputed own- 
ership as to require discussion here; when it comes to preferences, however, this Act 
has a provision that bears heavily upon some security devices but not upon others. 
The dividing line is between the security that requires no further act for its per- 
fection and the one that needs a further act, such as recording, delivery or notice. 
Whether a further act is prescribed is a matter of state law, but if by that law 
something more is required, then the transaction which perfects the security will 
be preferential if it takes place within four months prior to a bankruptcy petition; 
and, accordingly, the transaction can be set aside by the trustee in bankruptcy. 
That is the effect of the section which governs preferences, as rewritten by the 
present Act, in its Section 60. Two sentences of this section define the elements of 
a preference, as outlined by our courts under previous statutes regardless of the 
language they employed.? But the section also contains a sentence® that is wholly 
new and is somewhat confusing on first glance; fortunately it has received judicial 
interpretation at the hands of our Supreme Court. It was intended to strike down 
the doctrine of “relation back,” by virtue of which the creditor at the last moment, 
could perfect his position, by taking possession under an “equitable pledge” or 
(under an unrecorded lien) by taking possession or recording the document, or 
(under an assignment of accounts receivable) by giving notice to the obligor, when 
by local law such notice is required. Under the older Bankruptcy Act, this perfec- 
tion of one’s position was not preferential, although it occurred within four months 
of the bankruptcy, with the debtor insolvent to the lienor’s knowledge. The reason 
was that the delivery, recording, or whatever other act was necessary, related back 
to the date of the loan as originally made, and so there was no preference.* The 
subject. I mention it only to show how today a bankrupt estate can be literally “a body of assets 
entirely surrounded by taxes.” Woods, Developments in Bankruptcy Law (1944) 18 Jour. Nat. Assn. 
REFEREES IN BANKRUPTCY 99. 

* Bankruptcy Act of 1938, §§60a, 6ob. This language, for our purposes, may be arranged as fol- 
lows. Section 60a: “A preference is a transfer, as defined in this Act, of any of the property of a 
debtor to or for the benefit of a creditor for or on account of an antecedent debt, made or suffered by 
such debtor while insolvent and within four months before the filing by or against him of the petition 
in bankruptcy, or of the original petition under chapters X, XI, XII, or XIII of this Act, the effect of 
which transfer will be to enable such creditor to obtain a greater percentage of his debt than some other 
class.” [Then follows a sentence, omitted for the moment.] Section 60b: “Any such preference may 
be avoided by the trustee if the creditor receiving it or to be benefited thereby or his agent acting with 
reference thereto has, at the time when the transfer is made, reasonable cause to believe that the debtor 
is insolvent.” As to this language, and its soundness, see GLENN, FRAUDULENT CONVEYANCES AND PREF- 
ERENCES (rev. ed. 1940) §§396-402, 414-421. 

* It appears in Section 60a, as quoted in the last footnote, in the place there indicated by brackets; 
and it reads thus: “For the purposes of subdivisions a and b of this section, a transfer shall be deemed 
to have been made at the time when it became so far perfected that no bona fide purchaser from the 
debtor and no creditor could thereafter have acquired any rights in the property so transferred superior 
to the rights of the transferee therein, and, if such transfer is not so perfected prior to the filing of the 
petition in bankruptcy or of the original petition under chapters X, XI, XII or XIII of this Act, it shall 
be deemed to have been made immediately before bankruptcy.” 


* The cases are legion, but it is sufficient to quote Mr. Justice Holmes: “As the supreme court of 
Massachusetts says that taking possession under the mortgage within four months would be valid as 
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new statute’s intent is to repeal this rule of “relation back”® but necessarily it has a 
limit, and the sort of case that falls within the statute has now been defined. 

The test is whether, prior to the act that perfects the position of mortgagee or 
pledgee, an attaching or levying creditor or a bona fide purchaser would prevail; 
there is no further or other criterion. 

Two recent decisions of the Supreme Court have made this clear. In one of 
them a debtor endorsed a third party’s check to the order of his creditor and mailed 
it to the latter. The debtor was insolvent and the creditor knew it, but the day when 
the check was mailed was not within four months prior to bankruptcy. To be 
exact, this anterior period began with November 28th, and the endorsed check was 
mailed on November 27th. On November 28th, indeed, the creditor received the 
check in due course of mail, but this was not preferential, because the paper passed 
out of the debtor’s control when it was mailed, and thenceforth no creditor of his 
could seize it, nor would he be able to transfer it to a bona fide purchaser. That 
was local law, as decided below, and the ruling was followed by the Supreme 
Court.® In abstract theory, of course, the creditor could have refused payment and 
returned the paper; but it is inconceivable that he would,’ and both courts, there- 
fore, took a common sense view of the situation. The other case presented the 
account receivable, where notice of the assignment had not been given to the debtor. 
Under the law of the state where the transaction arose, the assignee of an account 
receivable would not prevail over a subsequent assignee who purchased it in igno- 
rance of the prior assignment. In other words, it was the case where a bona fide 
purchaser will prevail over the lienor unless meanwhile he had perfected his posi- 
tion by notice to the obligor. If he does that within the four months’ period, the 
trustee in bankruptcy will prevail under Section 60a of our Bankruptcy Act as 
above discussed; @ fortiori will the trustee prevail if notice is not given at all. Such 
was the decision, local law governed, and under that law the lienor’s position was 
subject to an infirmity which had not been cured at a date anterior to the four- 
month period which is defined by Section 60a.° 


against the trustee in bankruptcy but for supposed peculiarities of the present bankruptcy law, and as 
Thompson v. Fairbanks, 196 U. S. 516, although distinguishable from the present case, decides that it 
is valid under the present bankruptcy law if good by the laws of the state, it follows that the mortgagee 
was entitled to keep his goods, and that the judgment against him was wrong.” Humphrey v. Tatman, 
198 U. S. 91, 95, 25 Sup. Ct. 567, 49 L. Ed. 956 (1905). 

* But not retroactively, and a transaction that occurred prior to Sept. 20, 1938, the date when the 
present Bankruptcy Act went into effect, is not governed by it. Sokol v. Fidelity Union Trust Co., 
41 A. (2d) 324 (N. J. Ch. 1945). 

° McKenzie v. Irving Trust Co., 323 U. S. 365, 65 Sup. Ct. 405, 89 L. Ed. 389 (1944), affg. s.c. 
292 N. Y. 347, 55 N. E. (2d) 192 (1944), noted (1944) 31 Va. L. Rev. 222. 

* Thus it has recently been held that a bank customer who puts his deposit item in a “night de- 
pository service” (drop slit) maintained by his bank, has not by that act made a deposit. It is not a 
deposit until the bank opens the box the next morning, finds the item there, and credits the customer's 
account. Until then the case is one of bailment only, with the resulting problem as to who should 
bear the loss, the customer or bank, if the place is burglarized later in the evening. Bernstein v. North- 
western Nat. Bank in Philadelphia, 41 A. (2d) 440 (Pa. 1945). 

® Corn Exchange Bank v. Klauder, 318 U. S. 434, 63 Sup. Ct. 679, 87 L. Ed. 884, 144 A. L. R. 
1189 (1943). This case was noted as follows: (1943) 29 Corn. L. Q. 105; (1944) 32 Inu. B. J. 210; 
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These two decisions of the Supreme Court are valuable because they clear the 
air and apply a simple test to the transaction that comes within the purview of our 
Bankruptcy Act. That test, once more to repeat, is whether, under local law, 
something more remained to be done; and, until it is done, an intervening third 
party, attaching creditor or bone fide purchaser, would prevail over the lender. If 
so, then the act necessary to complete the transaction so as to cut off this danger 
of intervening third party right can be preferential if it is performed within four 
months of a bankruptcy petition.® By following this simple line, we will avoid 
many headaches that seemed possible upon a first reading of the preference pro- 
visions of the present statute. 


To illustrate this, let us turn to a security device that was involved in one of 
the cases above mentioned and is also the subject of legislation and discussion. 


Accounts REcEIVABLE AS COLLATERAL 


“Borrowing on one’s accounts receivable” was viewed with disfavor by the 
banks for many years, and also by the great commission houses. I can well remem- 
ber, from the days of my own practice, the form of credit statement that was re- 
quired of a merchant, wherein a question was to this effect, “Are you borrowing on 
your accounts receivable?” But, despite this prejudice," the practice has always 
gone on; the only result being that the merchant procures his loan from a financing 
company instead of his bank. It is, in other words, a legitimate transaction, and 
in normal times the annual volume of these loans is tremendous.!” 


Now, into this field of security, the new Bankruptcy Act made a violent and 
dangerous raid. To get the point of it, let us recall that there are two rules as to 
what is necessary when an account is assigned, and that this conflict persisted with- 
out regard to Restatements, or a rule of “general commercial law” which the Su- 
preme Court adopted in the days when it felt free to do such a thing.’* In many 


(1943) 41 Micu. L. Rev. 992; (1943) 29 Va. L. Rev. 1067. It was discussed, together with remedial 
statutes, at two learned meetings held in 1944. (1944) 19 Jour. Nat. AssN. REFEREES IN BANKRUPTCY, 
11; AMER. Bar Assn., REPORT OF PROCEEDINGS OF SECTION OF CORPORATION, BANKING AND MERCANTILE 
Law (1944) 15 ff. 

° McKenzie v. Irving Trust Co., supra n. 6; Corn Exchange Bank v. Klauder, supra n. 8. 

*° A very sound discussion is Hanna, Some Unsolved Problems Under Section 60a of the Bankruptcy 
Act (1943) 43 Cor. L. Rev. 58. There were other intelligent discussions as well of earlier date; and 
the latest are afforded by the two meetings cited supra n. 8. For a recent treatment, see Koessler, 
Assignment of Accounts Receivable (March, 1945) 33 Cauir. L. Rev. 40 (introduction by Professor 
Hanna). Another excellent summary will be found in Montgomery, Review of Assignments of Accounts 
Receivable (1943) 17 A.B.A.J. 119. 

* Personally, I thought that it subconsciously influenced the decision in Benedict v. Ratner, 268 U. 
S. 353, 45 Sup. Ct. 566, 69 L. Ed. 991 (1925), hereinafter discussed. See Glenn, op. cit. supra n. 2, 
at §594. 

*? As to the propriety of this business, see the remarks of Prof. Karl Llewellyn at a meeting that is 
above cited; and as to its volume, see the figures mentioned by Mr. Milton P. Kupfer, on the same 
occasion. AMER. Bar AssN., supra n. 8, at 15 ff. 

18 The Restatements of Contracts (§173), and of Trusts (§163), favored one of these rules and 
so did the Supreme Court. Salem Trust Co. v. Manufacturers Finance Co., 264 U. S. 182, 44 Sup. Ct. 
266, 68 L. Ed. 628, 31 A. L. R. 867 (1927). Local law, of course, now governs. Corn Exchange Bank 
v. Klauder, supra n. 8; McKenzie v. Irving Trust Co., supra n. 6. 
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states the rule prevails that the assignee of an account must notify the debtor 
thereon under penalty of losing out to a subsequent bona fide purchaser of the 
account, and hence this sort of assignee is hit by the preference provisions of our 
present Bankruptcy Act.’* But in states where a contrary rule obtains, the assignee 
is not endangered by the Bankruptcy Act, for by his local law the assignment is 
complete when made, and requires no further act. A second assignee, although a 
bona fide purchaser, takes only what his assignor can give; and thus the first 
assignee’s title will prevail, without further act on his part, over a second assignee 
and also over attaching creditors of the assignor.’° It follows that in a state where 
this rule prevails, the assignee of an account receivable is not endangered by the 
bankruptcy of the assignor. But many states, and important ones at that, are not 
in this class;® and in that sort of jurisdiction, local law, as applied under the Bank- 
ruptcy Act, bears down upon the lender who belatedly gives notice to the debtors 
on the assigned accounts instead of notifying them on the spot as part of the loan 
transaction. ‘That, indeed, was the decision in one of the two Supreme Court 
decisions that have been mentioned.’" 

To save the situation in states of this class, legislation is necessary to perfect the 
assignment on the spot, so as to leave nothing further for the lender to do in order 
to perfect his rights as against bona fide purchaser or attaching creditor. Being 
safe against them, the lender will also be safe under the Bankruptcy Act as the 
Supreme Court has defined it.’* There are several possibilities in the way of legis- 
lation; but before we get to that, let us ask, why legislation? 

That question is pertinent in view of the fact that in a state of this class the 
assignee has the remedy in his own hands if he chooses to use it, for, as above 
stated, all he has to do is to notify the account-debtors on the spot and then he 
will be fully protected. But that is exactly what the lender does not want to do, 
and the borrower also is opposed to the idea. The reasons are practical as well 
as theoretical: (a) it is not needed so far as the obligor is concerned, for if he pays 
his original creditor without notice of an assignment he will be protected; (b) 
actually it affords little, if any, notice to the assignor’s creditors or any subsequent 
assignee; and (c) the resulting gossip of the market place, that X is assigning his 
accounts, will not be helpful.?® Hence no statute that involves notifying the debtor, 
even at a deferred date, is acceptable. 


Corn Exchange Bank v. Klauder, supra n. 8. This was predicted in Hamilton, The Effect of 
Section Sixty of the Bankruptcy Act Upon Assignments of Accounts Receivable (1939) 26 Va. L. Rev. 
168, and by various bar groups. 

15 Leading cases are: Central Trust Co. v. West India Imp. Co., 169 N. Y. 314, 62 N. E. 387 (1901); 
Ottumwa Boiler Works v.'M. J. O’Meara & Son, 206 Iowa 577, 218 N. W. 920 (1928); Moorestown 
Trust Co. v. Buzby, 109 N. J. Eq. 409, 157 Atl. 663 (1932). This is the view that was taken by the 
Restatements and by Salem Trust Co. v. Mfrs. Finance Co., supra n. 13. 

16 Classification of the states, according to one or the other of these rules, will be found in Salem 
Trust Co. v. Mfrs. Finance Co., supra n. 13, and in Hamilton, op. cit. supra n. 14. 

27 Corn Exchange Bank v. Klauder, supra n. 8. 

18 Cases supra, notes 6 and 8. 

2° See discussions at the meetings cited supra n. 8. During the present period of uncertainty, how- 
ever, assignments often are made “on a notification basis”; that is, the assignee is authorized to notify 
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Legislation, therefore, has so far taken other lines. One type of statute simply 
abolishes the requirement of notice to account-debtor, and pronounces the assign- 
ment complete when made, without further act on the part of anyone. Illinois did 
that, after a Federal court had decided that her law required notice to the account- 
debtor.” Thereupon Illinois “passed a statute validating the written assignment of 
accounts receivable upon the execution of such an assignment and dispensing with 
the requirement of notice, if any such ever existed under the decisions in Illinois.”*4 
Virginia also made such a change at the last session of her legislature.” 

So much, then, for the “validation” statute, which seems the easiest way out. 
Another method, “book marking,” is favored by two other states at least, Georgia 
and Pennsylvania.?* Here the statute perfects the assignee’s right if a memorandum 
of the assignment is made on the assignor’s books of account. This method does 
not seem to be favored by experts who have considered the subject,?* and I am 
inclined to agree, for when it comes to books there is always the possibility of 
doubt, if not of fraud. 

The third proposed method is to require these assignments to be recorded, but 
the objection is practical. The average account is of short life, and it is only a run- 
ning agreement, of which we find examples in the books,”® that would be feasible 
for a recording act. Taking it by and large, therefore, a “validation law” of the 
type above described, seems the best solution, except for one thing. 

These “validation acts,” as I look at it, should take into account the case of re- 
turned goods which often arises when accounts are hypothecated. That, as we 
will see, presents an “equitable pledge,” which is one of the things at which our 
present Bankruptcy Act strikes directly. This situation, together with such allevi- 
ation as is afforded by a certain part of the Uniform Trust Receipts Act, will be 
jater discussed, but meanwhile I suggest that a “validation act” should expressly 
protect the case that arises when goods are returned. 

One forin of validation act that I have lately seen mentions returned goods, but 
does not take the line I have suggested. The New York Bar Association has 
offered, through its Committee on Uniform Laws, a validation law that mentions, 
in its second section, the case of goods that have been returned to the assignor or 
recovered by him from the debtor. But the case it then proceeds to cover does not 
include the delivery of these goods to the banker. Instead, it contemplates the 
the debtors if he so pleases. That sort of agreement is useful when there is doubt as to the situs of 
the assignment, as between states that require notification and those that do not. An example is afforded 
by N. Y. Credit Mens’ Ass'n v. Mfrs. Discount Corp., 147 F. (2d) 885 (C. C. A. 2d, 1945). 

2° In re Vardaman Shoe Co., 52 F. Supp. 562 (E. D. Mo., 1943). 

*1 Remarks of Mr. Milton P. Kupfer, at meeting of Am. Bar Assn. Section, supra n. 8. 

22-V,4, Cope oF 1942 (Supp. 1944) §5767a. Similar laws have been enacted in Connecticut, Rhode 


Island, and Maryland. See remarks of Mr. Kupfer, AMer. Bar Assn., supra n. 8, at 26. Massachu- 


setts, I am informed, expects to follow suit. 

*3 See Corn Exchange Bank v. Klauder, supra n. 8, where this method is mentioned, although the 
actual case had arisen previously. 

24 Again I refer to the Bar Assn. meeting, supra n. 8. 

5 See Greey v. Dockendorff, 231 U. S. 513, 34 Sup. Ct. 166, 58 L. Ed. 339 (1913); Jamestown 
Veneer & Plywood Corp. v. Andrews, 93 F. (2d) 989 (C. C. A. 3rd, 1938). 
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assignor reselling the goods to someone else and then assigning the new account 
receivable, thus arising, to the banker.?* The latter’s lien on the new account 
shall be valid, as I read the proposed act; but I would suggest, for safety’s sake, 
that the statute should also protect the case where the goods themselves are actually 
delivered to the banker. ; 

Before passing from the account receivable as an asset for borrowing purposes, 
let us note two elementary points that are restated by late decisions. The first is 
that there really must be an assignment, duly executed by the owner of the chose 
in action, running in favor of the party who brings the action and not a stranger.*® 
That point speaks for itself, but the other is of more interest in view of the previous 
discussion of recording acts as proposed for the assignment of accounts receivable. 
Now, a state like New York has several statutes that require recording of certain 
contracts that involve accounts, but only in connection with broader purpose. Of 
that class are the law that requires recording of pledge of securities when the 
pledgor is to retain possession for servicing purposes, and the law that requires 
record of a factor’s agreement when the factor does not have possession.** Ob- 
viously, neither statute covers the ordinary assignment of accounts that has been 
the subject of our discussion so far. A recording act, in other words, is of no use 
in a particular transaction unless it was plainly intended to apply in that case, as is 
illustrated by a recent decision that dealt with still another of these special statutes.?* 


PLEDGE AND “EQuimTABLE PLEpGE”—Errecr oF BaNKRuptTcy Act Upon “RETURNED 
Goons”; Atso oF OTHER STATUTES, AND OF THE PLEDGE ITSELF 
> 


The present Bankruptcy Act, in its preference provisions above quoted, partic- 
ularly struck at the “equitable pledge”—a misnomer, of course, but still an institu- 
tion with us. The case is that I borrow from you on the security of specified prop- 
erty which I do not deliver on the spot. Later, I make delivery, just ahead of an 
attachment on the part of one of my creditors, or just ahead of a bankruptcy peti- 
tion which is about to be filed against me; you then knowing that I am insolvent. 
Can you keep this item? Yes, so ran the law until the present Bankruptcy Act 
came along. It was never a fraudulent conveyance,”* and under the Bankruptcy Act 
of 1898, the transaction was not a preference, because it was saved by the doctrine 
of “relation back” that was mentioned above.*° But the present Bankruptcy Act 


258 This proposed act is given in full in Professor Hanna’s foreword to Koessler, op. cit. supra n. 10. 

6 Plotkin v. Danakos, 41 A. (2d) 470 (R. I. 1945): corporate assignment, executed in the com- 
pany’s name by one calling himself the treasurer, but with no corporate seal annexed nor with any 
evidence that the signer was treasurer or that the assignment was authorized. 

27 As to the pledge of securities, the statute is N. Y. Lien Law §230, discussed in Sammet v. Mayer, 
108 F. (2d) 337 (C. C. A. 2d, 1939). As to the factor out of possession, see N. Y. Pers. Prop. Law 
§45, discussed in Irving Trust Co. v. B. Lindner & Bro., 264 N. Y. 165, 190 N. E. 332 (1934); Irving 
Trust Co. v. Commercial Factors Corp., 68 F. (2d) 864 (C. C. A. 2d, 1934). 

28 The statute requires the recording of every assignment of a construction contract or of material 
or money due thereunder. N. Y. Lien Law §15. Held this does not govern an assignment of rents, 
although this assignment is given as security for the contractor’s note. Gins v. Mauser Plumbing Supply 
Co., 53 F. Supp. 151 (S. D. N. Y. 1943), rev’d on another point, 148 F. (2d) 974 (C. C. A. 2d, 1945). 

2° See GLENN, Op. cit. supra n. 2, at §§292-292b, 349. *° Supra n. 4. 
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makes a preference out of the transaction, for one of the chief purposes of Section 
60a of the Act was to strike down the “equitable pledge.”** 

This brings us back to the assignment of accounts receivable. Here we must 
distinguish between the rights that attach to the pledge of an account, and those 
that arise when the account no longer exists because the very goods are returned 
which, when they were sold by borrower to obligor, gave rise to the obligation 
itself. Return of the goods to the vendor destroys the account. That is the pres- 
ent case; and, in the absence of an agreement as to this contingency, the returned 
goods are free of lien, to the corresponding benefit of the borrower’s creditors.** 
So it is customary to provide that the goods shall take the place of the account as 
substitute collateral for the loan. Such a provision is valid as an “equitable pledge,” 
and so the lender will prevail if he obtains possession prior to levy or attachment. 
And he also prevailed under the bankruptcy law as it stood prior to 1938, because 
the transfer of possession, under the rule then prevailing, related back to the date 
of the loan agreement, and thus it was not a preference.** That, of course, would 
not be true under the present Bankruptcy Act if the borrower was insolvent to the 
lender’s knowledge when he surrendered the goods, because then the transfer would 
be a preference. Nor would the transaction be saved, under state law, by any of the 
sanctions that are now under discussion as supplementing the assignment of ac- 
counts receivable, for those sanctions relate only to the account itself and not to its 
destruction by virtue of the purchaser’s having returned the goods. 

Of course this case can be covered by an act as to assigned accounts receivable, 
which will validate, incidentally, the banker’s lien upon goods that may have been 
returned, and this seems to be the best way out.3** There is protection, however, 
for a brief period after the goods are returned, if the state has adopted the Uniform 
Trust Receipts Act. This statute later to be mentioned in more detail, has a pro- 
vision that protects the “equitable pledge,” although it is not made as part of a 
trust receipt transaction. The words of the Uniform Act are plainly to that in- 
tent;** and its application to all cases of “equitable pledge” is supported by dicta 
as well as authoritative opinion.*» But the brief breathing space of ten days is not 


*) GLENN, Op. cit. supra n. 2 at §§480-489; Sammet v. Mayer, supra n. 27. 

*? In re Vanity Fair Slippers, 4 F. Supp. 83 (S. D. N. Y. 1933). 

*8 Goldstein v. Rusch, 56 F. (2d) 10 (C. C. A. 2d, 1932); Lee v. State Bank & T. Co., 54 F. (2d) 
518, 85 A. L. R. 216 (C.C. A. 2d, 1931). 

%8" See discussion of the proposed act that is set forth by Hanna, op. cit. supra n. 10. 

*«7, An attempted pledge or agreement to pledge not accompanied by delivery of possession, 
which does not fulfill the requirements of a trust receipt transaction, shall be valid as against creditors 
of the pledgor only as follows: . 

“(b) to the extent that the value given by the pledgee is not new value, and in the case of new 
value after the lapse of ten days from the giving thereof, the pledge shall have validity as against 
lien creditors without notice, who become such as prescribed in Section 8, only as of the time the 
pledgee takes possession, and without relation back... . 

“3, Where, under circumstances not constituting a trust receipt transaction, a person, for temporary 
and limited purpose, delivers goods, documents, or instruments, in which he holds a pledgee’s or other 
security interest, to the person holding the beneficial interest therein, the transaction has like effect with 
a purported pledge for new value under this section.” Unirorm Trust Receipts Act §3. 

** Clark, J., in Sammet v. Mayer, supra n. 27; see also Gins v. Manser Plumbing Supply Co., supra 
n. 29; Bogert, The Effect of the Trust Receipts Act (1935) 3 U. or Cut. L. Rev. 26; Bacon, A Trust 
Receipt Transaction (1936) 5 ForpHaM L. REv. 17, 240, 253, 268-9. 
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full protection for the banker; for, even if he is diligent in following up collection 
of the accounts assigned to him, that will not put him on the track of goods that 
have been returned within ten days under an account that had sixty to run. His 
protection is in an act which, although applying primarily to the assignment of 
the account, will also take care of returned goods and confirm his lien thereon 
from the moment they come back into the borrower’s hands. Of course, if this is 
a recording act, the banker who fails to comply with it cannot save himself by in- 
voking the “equitable pledge” provision of the Trust Receipts Act;** but that is 
only right, inasmuch as the recording act itself will afford complete protection if 
complied with. 

Thus the “equitable pledge” is still a lively subject, as one can see; but the true 
pledge itself has lately been re-examined. That is surprising, in view of the simple 
character of the pledge as a security device. But, as the subject has arisen in two 
recent cases, they will be mentioned, if only to illustrate well-settled ideas. 

In the first of these cases, a pledgee held as collateral the notes of X, a third 
party, and, these notes going into default, the piedgee entered judgment by con- 
fession. Later the pledge debt was paid, and thereupon the judgment debtor set 
up the astonishing claim that the judgment “thereby became a nullity.” Appar- 
ently X had never heard of substitute collateral. The fact remained, as the court 
held, that the notes of X were merged in the judgment, which he was bound to 
pay regardless of whether the debt was paid for which the judgment stood as col- 
lateral. The only question was, whom should he pay, pledgor or pledgee, but that 
was quite different from the question whether he should pay at all, for he certainly 
was bound to pay somebody. This debtor also raised the point whether judgments 
are assignable, but he got nowhere with that doubt either.*” 

In the other case an equally plain question was presented, but obfuscation was 
introduced because of a modern statute. In this case there were two pledges, one 
on top of the other, but the pledgee had retained possession all the time. In other 
words, the bankrupt pledged goods to A and pledged them again to B, but 
A remained in possession. On the eve of the pledgor’s bankruptcy, however, the 
second pledgee, B, paid the A loan and took over the collateral. It was held, very 
properly, that B held a valid pledge, and the transaction did not require the aid 
of that provision of the Uniform Trust Receipts Act which protects a pledge with- 
out possession for a period of not exceeding ten days.** In short, statutory aid was 
unnecessary to support the present transaction, because it had ample sanction at 
common law. 

The propriety of a pledgee’s sale on default also arose in the case last cited, and 


* Tobin v. Kampe, 132 F. (2d) 64, 145 A. L. R. 366 (C. C. A. 8th, 1942). 

*7 Stombaugh v. Morey, 388 Ill. 392, 58 N. E. (2d) 545 (1944). 

58 Gins v. Manser Plumbing Supply Co., 148 F. (2d) 974 (C. C. A. 2d, 1945). For the general 
proposition that both pledges were valid because “possession was being withheld for payment of both 
debts” (footnote 5), Clark, J., cites ample authority; nor does he overlook the suggestion “that the first 
pledgee be given notice” of the second pledge. ‘That requirement, he observes, had also been met. 148 
F, (2d), at p. 978. 
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constituted the ground for reversal of the lower court. While generally speaking, 
it is unwise to interfere with the pledgee’s power of sale, nevertheless the court held 
that a foreclosure sale should not be upheld which disregards the fact that the 
pledgee is “a form of fiduciary and his conduct must stand the scrutiny of a court 
of equity.” Hence a sale that is secret, with no effort to draw in outside bidders or 
otherwise obtain a fair price, and of the entire collateral when a portion only might 
have fetched a price sufficient to pay off the loan, is improper, because it amounts 
“to no more than assumption of dominion for the amount of the debt, i.e., a strict 
foreclosure by self help.”*® This strikes me as an excellent description of the kind 
of “foreclosure sale” that some pledgees seem to think is in order; and equally 
appropriate is the relief that was granted. The proper idea, here applied, was that 
the sale was not necessarily a conversion, thus forcing the injured pledgor into one 
line of action only. On the contrary, inasmuch as the property was still in the 
pledgee’s hands, his wrongful sale to himself was voidable by the pledgor, and thus 
the latter’s trustee in bankruptcy was entitled to disregard the transaction and re- 
deem the pledge.*”* This case is timely, because the foreclosure sale of a pledgee, 
unlike that of a mortgagee where land is the subject matter, is only too apt to be 
conducted without regard to the fact that a pledge is a security device, and thus the 
borrower’s rights persist after default and can be cut off by a proper foreclosure only. 


Fretp WarREHOUSING 

This device, by which a producer or manufacturer obtains a loan on his mate- 
rials while still nearby, has been used during the war, as Mr. Daniel M. Friedman 
points out in an essay on the subject.*®” The object, of course, is to provide bank- 
able paper in the shape of a warehouse receipt. The difficulty is to make it effectual, 
because a man cannot pledge his own goods and yet remain in possession, except 
for the short period that is provided by the Uniform Trust Receipts Act, discussed 
elsewhere in this paper. Hence there must be a separate warehouseman, and how 
that can be done is the subject of Mr. Friedman’s paper. As I have nothing to add 
to his discussion, I will leave the matter with a reference to his article. 


CuHatreL MortcacE AND CoNDITIONAL SALE 


These are both security devices, because they represent a debt secured by goods, 
with foreclosure in case of default; but the lender is not in possession, as he would 
be in the case of a pledge. Recording is required in order to protect against bona 
fide purchasers, and it is also required, generally, to protect against creditors of the 
borrower in possession. As to creditors, that is true today of the conditional 
sale (certainly where the Uniform Conditional Sale Act is of force, for by virtue 
of it the conditional sale has been transformed into a security)*® and it was uni- 


*° Gins v. Manser Plumbing Supply Co., supra n. 38. 

*°" Gins v. Manser Plumbing Supply Co., supra n. 38; in support are the cases cited in a note, 
(1938) 38 Cox. L. Rev. at p. 925. 

5° Friedman, Field Warehousing (1942) 42 Cor. L. Rev. 991 (1942). It cites all previous literature 
on the subject, and contains an excellent description of the present law, as found in cases and statutes. 

“° See GLENN, op. cit. supra n. 2, at §§506-519. 
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formly true as to the chattel mortgage until Georgia chose to make an exception 
by her own legislation. In 1931 her legislature said that the effect of a failure to 
record a mortgage, bill of sale or deed to secure a debt “shall be the same as is the 
effect of a failure to record a deed of bargain and sale.”** As the recording acts of 
Georgia with respect to ordinary deeds of bargain and sale, protect innocent pur- 
chasers against an unrecorded deed but not creditors, it follows that an unrecorded 
chattel mortgage or “trust deed” to the same effect, will be valid against creditors 
of the mortgagor even though they are armed with judgment. In other words, to 
quote the latest expression of Georgia’s highest court, this act of 1931 “so changes 
the previous law with reference to those securities as to render such instruments, 
even though unrecorded, superior in rank to subsequent liens created by law.”*? 
The wholesomeness of this departure will be a matter of dispute, but credit men, 
certainly, should take notice of this Georgia law. 

One should realize, however, that Georgia’s statute will not necessarily preserve 
an unrecorded chattel mortgage against a trustee in bankruptcy under Section 60a 
of our present Bankruptcy Act as above discussed. This Act, as we have seen, can 
turn an unperfected transaction into a preference if, while it remains unperfected, 
it will not prevail over (a) an attaching creditor or (b) a bona fide purchaser. 
Now under the Georgia law, an unrecorded mortgage, although protected as to 
attaching creditors, nevertheless will not prevail over a bona fide purchaser. Hence 
it is possible for the mortgagor’s trustee in bankruptcy to prevail over the mort- 
gagee; and thus Georgia’s statute, as lately construed by her courts, is not so wholly 
effective in the mortgagee’s behalf, as its framers thought it would be when they 
drafted it in 1931. 

Turning to the broader field that is elsewhere afforded by laws that require the 
recording of a chattel mortgage as to creditors as well as purchasers, we find, in 
recent cases, a development along one line, together with run of the mine cases on 
other points. The latter may be disposed of first, for it would not do to overlook 
them wholly. 

Thus, first of all, there is the requirement that the instrument plainly state the 
debt it secures. If, then, the mention is of thirteen notes, but the amount of the 
first twelve only is stated; it seems pretty clear that the document, as recorded, will 
not afford notice of the thirteenth note, and the result as to creditors or purchasers 
is also apparent.** On the same line is the statutory requirement, to be found in a 
number of states, that an “affidavit of consideration” must be attached to the mort- 

*2 Ga. CopE oF 1933, §§67-109, 67-1305. 

“2 Mackler v. Lahman, 196 Ga. 535, 27 S. E. (2d) 35 (1943). The mortgage took the form of a 
freehanded “security deed,” to a trustee in trust for the lender, covering a stock of goods and accounts 
receivable representing sales. It was attacked by a judgment creditor of the borrower. Until 1931, the 
Georgia statute required a chattel mortgage to be recorded within thirty days after execution, else it 
would be void against creditors as well as purchasers, and this applied to freehanded mortgages, as 
well as those of the ordinary variety. Merchants & Mechanics Bank v. Beard, 162 Ga. 446, 137 S. E. 
107 (1926). The amendment of 1931, as the principal case holds, did away with all requirements as 


to recording, so far as creditors were concerned. 
*® Tobin v. Kampe, supra n. 36. 
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gage and filed with it. If this affidavit is not truthful, the instrument remains as 
though it had never been recorded, with all the consequences that attach in favor 
of creditors and purchasers; hence to omit mention of a “financing charge” that 
the mortgagor has paid as the price of his loan is to violate a statute of this sort, 
as found in New Jersey.“* On the same line is the requirement that the whole 
mortgage (or conditional sale contract, as the case may be) must be filed, and that 
includes such specifications as happen to be annexed to the document so as to afford 
a more perfect description of the goods that are covered—which is quite in line 
with the general rule that, if one stands upon the record of an instrument, the 
whole of the latter must be recorded, with no part omitted, however much it may 
go into detail.*° This is especially important, as the court notes on the side, in view 
of a recent amendment of the New York law which requires even further details 
as to the conditional sale contract.*® A fortiori the instrument, to be properly of 
record, must be duly acknowledged according to the law of the state; this is a well- 
settled rule generally, but it has remained for Indiana to incorporate it, by a late 
decision, within her own body of law.** Nor should the creditor overlook the 
necessity of “refiling” his document at the expiration of a year from the date of 
original filing, when that is required by local law, because his failue in this regard 
deprives the paper of all validity, from that time forward, as an instrument duly 
of record.*® 

But in spite of all this precision as to the filing of a chattel mortgage, an aspect 
is still in dispute, and we are indebted to a recent Wisconsin case for calling our 
attention to the fact. If a chattel mortgage is not of record (nor is the mortgagee 
in possession) does its lien affect one who purchases from the mortgagor with full 
notice of the mortgage? A recent Wisconsin case says no; the purchaser is pro- 
tected regardless of his knowledge or notice.*® This is in accord with previous 
Wisconsin decisions and with cases in some other states; but the majority view is 
otherwise.©° The Wisconsin view, however, strikes me as logical in view of the 
history of our chattel mortgage. As to third parties, it is a statutory substitute for 


“4 In re Incandescence, Inc., 143 F. (2d) 241 (C. C. A. 2d, 1944). 

‘5 After citing a number of cases to this effect, Clark, J., says (In re Incandescence, Inc., supra n. 44) 
that he finds only one which throws doubt upon the proposition, and in that case there was a strong 
dissent. Diamond Iron Works v. Werley, 135 Wash. 228, 237 Pac. 313 (1925). 

“© “Recently, in 1941, a mew statute was passed in New York, Pers. Prop. Law, §64a, making ex- 
tensive requirements as to conditional sales contracts for $1,500 or less, with greatly detailed provisions 
as to the form, even the size of type, of the agreement, as well as its substance, including, inter alia, ‘the 
name of the seller and the buyer,’ the seller’s place of business and the buyer’s residence, ‘the date of sale,’ 
‘a description of the goods sold,’ and so on for some eight subdivisions, with a penalty recoverable by 
the buyer of an amount equal to the credit service charge, or if equal to the credit service charge, or if 
none was specified, then 10 per centum of the cash price. Whether this late statute is designed to 
affect the earlier Uniform Act on this point need not be considered here.” In re Incandescence, Inc., 
supra 0. 44, footnote 3. 

“7 Universal Discount Corp. v. Brooks, 58 N. E. (2d) 369 (Ind. App. 1944). 

“8 In re Brown Bomber Baking Co., 293 N. Y. 141, 56 N. E. (2d) 85 (1944), noted (1944) 31 VA. 
L. REv. 203. 

“°C. I. T. Corp. v. Wallerman, 242 Wis. 287, 7 N. W. (2d) 884 (1943). 

5° An alignment of the decisions will be found in Note (1944) 28 Maro. L. Rev. 44, which features 
the Wisconsin decision supra n. 49. 
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the pledge, and cannot live without the statute that relates to it, so long as the 
mortgagee has not perfected his pledge by taking possession.** Hence the mort- 
gagee’s rights, so long as he has not recorded the instrument, or secured a common 
law pledge by taking possession, should amount to nothing as against the title of 
an intervening purchaser, and it should be immaterial that the latter had notice of 
the unrecorded mortgage.” 


Tue Free-Hanpep Mortcacre oF Goons AND ACCOUNTS 


By this term I venture to describe a mortgage that permits the mortgagor to 
sell the goods but does not require him to turn the net proceeds over to the mort- 
gagee in reduction of the loan. If such a requirement appears in the mortgage, 
it is valid by the rule that generally prevails, because then the mortgagor is simply 
acting as the mortgagee’s agent; the security is turned into money by this agent’s 
efforts, and the money goes to his principal, who applies it to the debt, as he should. 
This hurts nobody, and the arrangement is valid by the view that generally pre- 
vails.°* In fact, one of the few states that denied this proposition has come into 
line by means of a statute which has lately been construed as conforming to “the 
rule that seems to prevail in other jurisdictions, where consent to the sale is given 
by the mortgagee on the condition that the property be sold in the name of the 
mortgagee and the proceeds applied upon the mortgage debt.”"> This language is 
inexact so far as it refers to the mortgagor’s selling “in the name of the mortgagee,” 
for it is quite proper for the mortgagor to sell in his own name. The real question 
is what shall be done with the proceeds of sale; and the answer is that they are 
dedicated to payment on account of the mortgage; in short, the proceeds are a trust 
fund for that purpose, as is shown by the recent case mentioned.” 

A pledge of accounts receivable is governed by the same rule, and here we find 


511 have ventured to express this view in connection with creditors’ rights. GLENN, op. cit. supra 
n. 2, at §§491-5. That the device is “in derogation of the common law” has been often stated even 
in late days. McKesson-Fuller-Morrison Co. v. Chapell Ice Cream Co., 285 Ill. App. 472, 2 N. E. (2d) 
561 (1936); Universal Discount Co. v. Brooks, supra n. 47. 

52C, I. T. Corp. v. Wallerman, supra n. 49. Acc.: Hayden v. Russell, 119 Me. 38, 109 Atl. 485 
(1920); Carolina Discount Corp. v. Landis Motor Co., 190 N. C. 157, 129 S. E. 414 (1925), and other 
cases cited in Note (1944) 28 Mara. L. Rev. 44. Contra is a larger number of cases cited in the same 
publication, among which may be noted Wertheimer & Degen v. Shultice, 202 Iowa 1140, 211 N. W. 
568 (1927); Eaton v. Tuson, 145 Mass. 218, 13 N. E. 488 (1887); Button v. Rathbone, 118 N. Y. 666, 
23 N. E. 122 (1889). 

58 See GLENN, Op. cit. supra n. 2, §§582-594. 

54 Id. at §582. 

*5 Sperry v. Renner, 149 P. (2d) 781 (Okla. 1944). Interestingly enough, the Federal courts gave 
this statute the same interpretation ten years previously. Midwest Production Co. v. Doerner, 70 F. 
(2d) 194 (C. C. A. roth, 1934). 

5° Sperry v. Renner, supra n. 55. There a mortgagor of hogs sold them, and his general creditors 
attempted to garnish the purchase money. The court held that the money could not be attached, inas- 
much as it constituted a trust fund for the benefit of the mortgagee. The mortgage provided for such 
a sale, the proceeds to be turned over to the mortgagee; and the statute said that a mortgagor “who, with 
the consent of the mortgagee, or his assignee, shall sell such mortgaged property, or any part thereof, 
while the mortgage remains in force and unsatisfied, shall be deemed and conclusively held to be the 
trustee of the funds received upon the sale thereof, for the benefit of such mortgagee, or assignee, to the 
extent of the indebtedness secured thereby or any balance due thereof.” 
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no dissent. In our country it was never fraudulent to allow the pledgor to collect 
the account in his own name provided he did so as the pledgee’s agent and thus 
was bound to turn over the proceeds to the pledgee toward payment of the loan; 
and in recent years the same result has been reached in England, despite her rule 
that the assignee must notify the account debtor if he wants to avoid the danger 
of the account being subsequently sold to a bona fide purchaser."® 


It is a different thing, however, if the pledgor of an account is free to turn over 
the proceeds or not as he pleases. When an assignor is lawfully left with power to 
collect the account, it means that he is the assignor’s agent, and thus he should 
duly account for the proceeds of collection. If, on the other hand, the assignee 
allows the assignor to use the money as his own, mixing it with his other funds, 
that assignee will forfeit his security in case of the assignor’s bankruptcy.” 


Yet that is exactly the sort of arrangement some people want, with respect to a 
running loan on goods and accounts. The borrower, they feel, should be free to 
put the proceeds of sale or collection into new goods, provided they, and accounts 
representing the sale of them, shall in turn be subject to the lien that secures the 
loan. That is a freehanded mortgage, and with respect to it various views are 
entertained. I cannot follow all the ramifications in this article—I essayed that task 
elsewhere, and it required a number of pages®°—but recent cases can fairly be men- 
tioned to remind us of several rules at least. One of them traces to a Georgia 
statute, pioneer of its kind, “which declares that a mortgage may cover a stock of 
goods, or other things in bulk, but changing in specifics.”** Another refers to the 
rule, exactly opposite, that such a mortgage is fraudulent as to creditors, who will 
prevail through attachment or bankruptcy regardless of whether the mortgagee has 
meanwhile taken possession.®* And then there is a third rule, which protects the 
freehanded mortgage if it is a purchase money mortgage. The argument there is 
quite persuasive. It is cogently said that, unless this purchase money mortgage is 
upheld, it would be impossible for a merchant to sell his business as a going con- 


®7 Clark v. Iselin, 21 Wall. 360, 22 L. Ed. 568 (1875); Hickok v. Cowperthwait, 210 N. Y. 137, 
103 N. E. 1111, Am. Cas. 1915 B 1002 (1913); Bundy v. Commercial Credit Co., 202 N. C. 604, 163 
S. E. 676 (1932); In re Leterman, Becher & Co., 260 Fed. 543 (C. C. A. 2d, 1919). 

58 Olds Discount Co. v. John Playfair Ltd., 159 L. T. Rep. 332 (C. A. 1938). The origin of the 
rule that requires notification of the account-debtor is discussed in GLENN, op. cit. supra n. 2, §528. 

5° Markovitz v. Taylor, 94 F. (2d) 782 (C. C. A. 3rd, 1938), and Union Securities v. Merchants’ 
Trust Co., 205 Ind. 127, 185 N. E. 150 (1933), are typical of this well-settled ruie. 

®° GLENN, op. cit. supra n. 2, at §§582-594. 

®1 Mackler v. Lahman, 196 Ga. 535, 27 S. E. (2d) 35 (1943). The reference is the Ga. Code of 
1933, §§67-103; as to which, and other states that follow the same line (wholly or with modifications), 
see GLENN, Op. cit. supra n. 2, at §§586-7, 574. The Uniform Chattel Mortgage Act, it should be 
noted, expressly sanctions this type of mortgage. 

®2 Sperry v. Renner, 149 P. (2d) 781 (Okla. 1944). There, as said above, the mortgage at bar 
was legalized by statute although it conferred upon the mortgagor a power of sale. But the reasoning 
implied that the mortgage would have been fraudulent if it had not bound the mortgagor to remit 
the proceeds of sale to the mortgagee. In other words, the rule remains in Oklahoma that a freehanded 
mortgage is fraudulent on its face. Turk v. Kramer, 138 Okla. 35, 280 Pac. 266, 73 A. L. R. 229 
(1929). Cases of this class are also represented by Zartman v. First Nat. Bank, 189 N. Y. 267, 82 N. E. 
127, 12 L. R. A. (N. S.) 1083 (1907). The prohibition applies to pledge agreements as well as mort- 
gages. Irving Trust Co. v. Commercial Factors Corp., 68 F. (2d) 864 (C. C. A. 2d, 1934). 
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cern, unless he sells wholly for cash.* Nevertheless, this argument has failed of 
acceptance in other quarters.** The fourth rule is of more interest here, because it 
brings us back to the preference provisions of the present Bankruptcy Act, with 
which this paper started. The various ideas so far discussed turn on the question, 
not whether the agreement is preferential, but whether it is a fraud upon creditors, 
or (as the Supreme Court held in the case of a freehanded mortgage of accounts) 
whether it is really a mortgage at all.®° But Massachusetts supports the view that 
this sort of mortgage creates an “equitable pledge” of the sort discussed above. 
Hence, prior to the present Bankruptcy Act, the mortgagee prevailed if he took 
possession prior to a bankruptcy petition, for that could not possibly be preferential.®* 

This latter rule, of course, is now upset by the present Bankruptcy Act, for rea- 
sons previously discussed; and therefore a state which has thus far supported the 
notion of “equitable pledge” in this sort of case, must legislate the device into safety 
if the thing is deemed worth keeping. That is a matter of local needs, of course, 
but it leads to the reflection that those states were wise in their own time who, like 
Georgia, validated the freehanded mortgage by statute at the outset. 


Tue Trust REceIPrT 


One is reminded of this subject by a point that presented itself while we were 
on the freehanded mortgage. Today the trust receipt, as a security transaction, 
points directly to the Uniform Trust Receipts Act, in course of adoption at an 
accelerated rate.®’ Its application may be judged by three recent cases, each involv- 
ing an automobile, this article being nowadays the prevailing subject of the trust 
receipt. The case is that the car is delivered to a dealer on a trust receipt that 
authorizes him to sell the article but requires him to turn over the proceeds of 
sale to the entruster. The typical controversy that then arises does not involve the 
man who purchased from the dealer, for a sale is contemplated under this device, 
just as it is with the resale provisions that are now sanctioned by the Uniform Con- 
ditional Sales Act. The purchaser there is protected even if the conditional sale 
contract is duly recorded;® and so is one who purchases from a dealer acting under 


°® Brett v. Carter, 2 Low. 458, Fed. Case No. 1844 (D. Mass., 1875); Adkins v. Bynum, 109 Ala. 
281, 19 So. 400 (1907). 

* Skilton v. Codington, 185 N. Y. 80, 77 N. E. 790 (1906); Gilbert v. Peppers, 65 W. Va. 355, 64 
S. E. 361, 36 L. R. A. (N. S.) 1181 (1909). 

*5 As representative of the view that it is fraudulent, see Zartman v. First Nat. Bank, 189 N. Y. 267, 
82 N. E. 127, 12 L. R. A. (N. S.) 1083 (1907). As to the idea that it is no mortgage at all, see 
Benedict v. Ratner, 268 U. S. 353, 45 Sup. Ct. 566, 69 L. Ed. 991 (1925). 

** Humphrey v. Tatman, 198 U. S. 91, 25 Sup. Ct. 567, 49 L. Ed. 956 (1905); Johnson v. Burke 
Manor Bldg. Corp., 48 F. (2d) 1031 (C. C. A. 7th, 1931); Bancroft Steel Co. v. Kuniholm Mfg. Co., 
301 Mass. gr, 16 N. E. (2d) 78, 117 A. L. R. 678 (1938). 

®TIn 1942 the Virginia Law Review said that thirteen states had adopted this Act. Note (1942) 29 
Va. L. Rev. 650. As of August, 1943, fifteen commonwealths were in this class.) Hanpsoox, Com- 
MISSIONERS OF UNIFORM STATE Laws (1943) 310. 

*8 The reader might compare Charavay & Bodoin v. York Silk Mfg. Co., 170 Fed. 819 (S. D. N. Y., 
1909), now a Classic as to definition of the device, the case involving an importation of raw silk, with 
In re James, Inc., 30 F. (2d) 555 (C. C. A. 2d, 1929), covering the delivery of cars to a local dealer. 

°° De Cozen Motor Co. v. Kaufman, 113 N. J. L. 343, 174 Atl. 893 (1934); Winakur v. Sapourn, 
156 Md. 662, 145 Atl. 342 (1929). 
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a trust receipt. The real trouble arises between rival bankers and manufacturers, 
each having advanced cash or credit to the dealer with respect to the same car. If 
one of them stands upon a conditional sale contract, he will lose unless it was 
recorded, without need of further argument,” and the same thing used to happen, 
in some jurisdictions at least, when the transaction took the form of a trust receipt, 
with a finance company owning the cars, and delivering them to the dealer. In 
the absence of the Uniform Trust Receipts Act, the finance company will lose to a 
bona fide pledgee on the ground of estoppel today, whatever may have been the 
rule formerly.” But in a state which has adopted the Uniform Trust Receipts 
Act, the entruster will prevail if he has duly recorded his instrument.” 


That brings me back to something that was said about assignments of accounts 
and the freehanded mortgage. It was there pointed out that while it was all right 
for the assignor to do the collecting, still the assignee must not forget that these 
collections are for his own account, and he will lose his position if he does not. keep 
some sort of eye upon his agent, the assignor.’* Here was a real difficulty with 
the trust receipt before it acquired statutory sanction under the Uniform Act. In 
those days the bank or finance company, the “entruster” as it is now called, was 
prone to look more to the dealer’s note than to his sales and collections. It was 
inconsistent, therefore, for the entruster to claim that he was secured when his previ- 
ous attitude had been quite different. Hence it is no wonder that by 1930 the 
trust receipt showed itself in dire need of a statute that would sanction the device 
as well as regulate the practice." 


Liens AND TRANSFERS AS TO AUTOMOBILES—WHaT Recorp Is Necessary? 


At an early date in the history of the automobile, state laws required registra- 
tion of titles and liens. Such a law establishes a central bureau at the capital city, 
and out of that office issues the ownership certificate which is called for in case of 
accident or other untoward circumstances. But since the state also has laws which 


- 7 State Savings Bank v. Universal Credit Co., 233 Iowa 247, 8 N. W. (2d) 719 (1943); Same v. 
Same, 12 N. W. (2d) 890 (Iowa 1944). 

™ General Credit, Inc. v. Universal Credit Co., 74 App. D. C. 80, 99 F. (2d) 115 (1938); C. I. T. 
Corp. v. Seavey, 53 Ariz. 72, 85 P. (2d) 713 (1938). Cf. In re James, supra n. 68, and the statement 
that since 1930 the trend of decision has been against the trust receipt when unprotected by statute. 
Hanpsook, CoMMISSIONERS ON UNIFORM STATE Laws (1933) 246. 

72C. I. T. Corp. v. Commercial Bank of Patterson, 64 Cal. App. 722, 149 P. (2d) 439 (1944). The 
nature of the transaction, when conducted under the statute, is thus described in an earlier case: “This 
method enables the retail dealer to obtain advances from a financing company to pay the purchase 
price to the distributor and at the same time receive possession of the automobile for the purpose of 
placing it on the salesroom floor for exhibition and sale to a prospective customer. Title is transferred 
directly from the distributor to the finance company, which retains such title under the trust receipt 
until the amount advanced as the purchase price is repaid. The validity of such trust receipts as title 
retention documents has been established by the courts. Subsequent to the events hereinabove related 
and in 1935, STATS. 1935, p. 1930, the legislature recognized the common practice and adopted the Uni- 
form Trust Receipts Law, which comprises sections 3012 to 2016.16 of the Civil Code.” Commercial 
Credit Co. v. Barney Motor Co., 10 Cal. (2d) 718, 76 P. (2d) 1181 (1938). 

8 Supra n. 59. 

™ See note 71 supra, as to the situation in 1930. The suggestion above made appeared in GLENN, 
Op. cit. supra n. 2, at §558. 
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require local registration of chattel mortgages and conditional sales, the question is 
whether a purchaser or creditor can safely be guided by the central registry, with- 
out looking at the local record of liens. Here we have three rules, two framed by 
the courts, and the third in course of new legislation. 

The older rule is that “registration of an automobile in the name of a particular 
person is not conclusive of the question of ownership or title.""* The object of 
these laws was to serve the convenience of the police, sometimes to help in the 
search for taxable objects, and also to give an injured person the name of a re- 
sponsible defendant.”* A more forward view, however, would give central regis- 
tration full weight as to ownership of the car, but not as to liens; for as to the 
latter, the purchaser or creditor must still look at the local records.” 

Recently, however, Pennsylvania has so legislated as to make the central record 
afford protection as to liens as well as with respect to title.** This law, as amplified 
by decisions of Pennsylvania courts (although as yet I have seen nothing from her 
Supreme Court) was recently applied in bankruptcy, and the lienor who had been 
noted on the ownership certificate prevailed over the owner’s creditors.” 

This Pennsylvania law will mark, perhaps, the beginning of a new idea with 
regard to a central registry for motors, and the disappearance of local recording. 
In line with the tendency is the statute, now to be found in some states, that re- 
quires registration of foreign cars that enter the state as a matter of routine and 
with some degree of regularity—so many entries a month, say. Here the central 
registry plays the part of a true recording act, and the failure of a lienor to comply 
with it will leave him defenseless against an attaching creditor.®° 

This recalls a pertinent observation that was made ten years ago, in the pages 
of the present review. The automobile, it was there said, is a movable of the type 
that requires a central registry for all matters of lien as well as title.** The proto- 
type was afforded, long ago, by the statute that covers the conditional sale of rail- 
way rolling stock, thus protecting the vendor from the underlying mortgage. This 
statute provides for central registry, and it has worked so well that nowadays the 


"In re Cook, 58 F. Supp. 361 (W. D. Ky., 1945), following the law of Kentucky; Taplinger v. 
Northwestern Nat. Bank, 101 F. (2d) 274 (C. C. A. 3rd, 1938), under the previous law of Pennsyl- 
vania; Carolina Discount Corp. v. Landis Motor Co., 190 N. C. 157, 129 S. E. 414 (1925). 

76 “Tt might well be that these recordation provisions are mandatory as to sales of motor vehicles 
in that they are designed for three very definite purposes: (1) to suppress automobile thefts; (2) to 
provide the state with a convenient and accessible record of title for tax purposes; (3) to provide a con- 
venient and accessible method of identifying the ownership of an automobile for police purposes in 
connection with its operation on highways of the state.” Janney v. Bell, 111 F. (2d) 103 (C. C. A. 
4th, 1940). 

"7 Janney v. Bell, supra n. 76. 

78 “The certificate of title, when issued by the secretary showing a lien or encumbrance, shall be 
adequate notice to the Commonwealth, creditors, and purchasers that a lien against the motor vehicle, 
trailer, or semi-trailer exists, and failure to transfer possession of the vehicle, trailer, or semi-trailer shall 
not invalidate said lien or encumbrance.” Pa., Purpon’s Stat. ANN. (perm. ed. Supp. 1944) §33. 

7° In re Berlin, 147 F. (2d) 491 (C. C. A. 3rd, 1945). 

89°C. I. T. Corp. v. W. J. Crosby & Co., 175 Va. 16, 7 S. E. (2d) 107 (1940), noted (1940) 26 Va. 
L, Rev. 1074. 

81 Adelson, The Mechanics of the Instalment Credit Sale (1935) 2 Law anp Contemp. Pros. 218, 


at 243. 
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vendor’s reserved title is regarded as a commonplace. The airplane, too, may 
present a problem of a similar nature, but this subject will have to be left to the 
future; certainly it has not been noticed as yet.5? 


THE ConpiITIONAL SALE AND Usury Laws 


Lately the conditional sale has been considered in the light of usury. Some 
courts have held that this device cannot fall within the ordinary usury law because 
technically there is no loan, but rather a sale on deferred payments. Even if the 
vendor chooses to itemize the price he charges, and therein one finds an item of 
“handling charges” running up to a rate of twelve percent a year, that cannot be 
usury unless, indeed, the form of a conditional sale was intended to conceal an 
actual loan.** The same principle, of course, would govern the “hire purchase” 
plan that prevails in England, and still remains of possible use in Pennsylvania. 

But of recent years there has been a statutory tendency to protect the small pur- 
chaser. England legislated to this effect by her last great statute prior to the out- 
burst of World War II. Thus her Hire-Purchase Act of 1938 strikes at oppressive 
bargains in connection with installment sales, and it also requires, incidentally, that 
a copy of the contract be furnished to the purchaser.** Prior to that, however, our 
states had begun to consider a Retail Installment Sales Act. It has been adopted 
in several commonwealths, limited to automobiles by one state, and made generally 
applicable by others. A recent Maryland decision, in applying this statute, also 
informs us as to the states which have thus lined up so far.®° The dealer who sells 
a car in a state of this class must do two things for his own protection. It is not 
enough that he made a fair bargain and that he filed his contract in public office, 
but it must also appear that he delivered to the buyer an exact copy of the contract, 
as signed by the parties, and if he defaults in this respect the purchaser may cancel 
the agreement and demand a refund of all payments and deposits made on account 
thereof.** 

ConpiTIoNAL SALE oF Fixture or ACCESSORY 

Speaking of automobiles, I am reminded that the problem of reserving title to 
an article which is intended to become a part of something else not only appears in 
connection with real estate, but is also possible in the case of tires for a car. Thus 


®2In its number of March, 1945, the Virginia Law Review has a symposium on “aviation law.” 
(1945) 31 Va. L. Rev. 565 ef seq. No article, however, discusses the registration of titles and liens. 

88 Hafer v. Spaeth, 156 P. (2d) 408 (Wash. 1945), citing cases in accord. 

841 & 2 Geo. VI, c. 53. The text of the Act, together with an analysis, is discussed by Littler, 
Objects and Scope of Hire-Purchase Act, 1938, 186 L. T. 239 (1939). 

®° The Maryland statute, enacted in 1941, was preceded by a Research Report which (as of Septem- 
ber, 1940) “reviews regulation in other jurisdictions, especially recent legislation, generally similar but 
differing in details, in Indiana, Wisconsin, Massachusetts, Michigan and England. Indiana, Retail In- 
stalment Sales Act, Acts of 1935, ch. 231; Burns, Indiana Statutes Annotated, Title 58, ch. 9, §§58-901 
et seq.; Wisconsin, Acts of 1935, ch. 474, Wisconsin Statutes (1941) 218.01; Massachusetts St. 1939, ¢. 
509, Annotated Laws of Massachusetts, c. 255, §§11-13H; Michigan Motor Vehicle Retail Instalment Sales 
Contracts, Act 305, 1939, Michigan Statutes Annotated, §§19.415(1) to 19.415(14).” Stride v. Martin, 
41 A. (2d) 489, 491 (Md. 1945). 

8° Stride v. Martin, supra n. 85, holding the Act applicable to a car which the purchaser had deliv- 
ered as part of the bargain. 
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the subject of annexation can swim into the ken of the merchant as well as that of 
the electrician or dealer in plumbers’ supplies. 


The first situation is well known in the field of mortgage law. Here the Uni- 
form Conditional Sales Act protects a conditional vendor of fixtures if he records 
his contract in the book of real estate transfers. How far he can be protected is 
still a question in the case of fixtures that become irretrievably a part of the realty 
once they are installed;*’ but in any event the vendor who does not record will lose. 


But now we should observe that the present Bankruptcy Act has made a dis- 
tinct change. As the Uniform Act penalized a non-recording vendor only as against 
purchasers, it followed that creditors could not claim the same benefit, and thus a 
trustee in bankruptcy could not attack an unrecorded conditional sale of fixtures.** 
But a trustee under the present Bankruptcy Act has the right, as we have seen, to 
bring within its preference provisions any transaction that remains incomplete for 
lack of record or otherwise, if a bona fide purchaser could have acquired rights in 
similar circumstances. It follows that the conditional vendor who has failed to 
record his instrument may lose out if the purchaser goes into bankruptcy, and to 
that effect is a recent decision of compelling authority.®® 


A more troublesome question is presented when tires are sold under conditional 
sale, not to a dealer but to the owner of a car or truck for annexation thereto. On 
its face, the transaction yields to a severe logic that will preserve the conditional 
vendor’s title not only in the face of the vendee’s creditors, but also against a previ- 
ous chattel mortgage that covers the car.°° But opposed to that theory is an argu- 
ment that the conditional sale, in pristine form, was adaptable only to articles that 
were of a durable nature. This rule persists as to things that are acquired for use 
as distinct from resale;®! and thus the question is whether a tire is so “durable” 
that it can be the subject of a conditional sale at all. If not, a transaction of this 
sort may be valid as a bailment of some sort, but it does not amount to a conditional 
sale; hence it is not injured by failure to file the agreement as one of conditional 
sale.® 


I have not run across any cases more recent than the last two cited, but the 
reason is obvious, in view of what happened to the tire business after Pearl Har- 
bor. But when the subject becomes fresh again, one might question the wisdom 
of upholding sub-liens on a thing like an automobile. As the common purchaser 
is not apt to think of them, and so he can easily be misled by surface appearance, 
I suggest that the tire, once it is mounted on the wheel of a car, should be regarded 
as an accession, at least with respect to subsequent transactions that involve the car 


87 See 2 GLENN, MorteacEs (1943) §§350, 358. 

88 In re St. Mark’s Hospital of New York City, 59 F. (2d) 1001 (C. C. A. 2d, 1932). 

*° Empire State Chair Co. v. Beldock, 140 F. (2d) 587 (C. C. A. 2d, 1944). See Judge Clark's 
footnote 2. 

°° Goodrich Silvertown Stores v. F. M. Rugg Motor Sales Co., 137 Ohio St. 66, 27 N. E. (2d) 936 
(1940), and cases there cited. 

°*1 See GLENN, Op. cit. supra n. 2, at §507. 
°? In re Tompkins Bus Corp., 22 F. Supp. 332 (E. D. N. Y. 1938). 
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as it stands. In some of the cases cited,®* learned judges spoke of the tire as “easily 
removable.” A youthful judge may be of that opinion, and the like notion may 
appeal to the judge who can afford a chauffeur (if he can get one) but a person 
like myself would reject the proposition, as a matter of judicial notice, that a punc- 
ture or blowout can be healed at the roadside by just anybody. Many people, on 
the contrary, will not even attempt the task; instead, they will seek the nearest fill- 
ing station. I submit, therefore, that the rule that sanctions the separate lien on a 
tire which is mounted on the wheel of a car, is not realistic. 


ConcLUSION 


This paper ends on the homely note that is struck by a tire puncture at the road- 
side. The peroration is not unsuitable, however, in view of my object that was 
mentioned at the outset. Mercantile collateral, as a subject for discussion, always 
presents a view of everyday life. That is the field of the merchant who hopes to 
conduct an ordinary business with a fair degree of safety, and correspondingly, it 
is also the field of the banker who finances him. Even in wartime that is so, and 
our law recognizes the fact. 


°3 GLENN, Op. cit. supra 0. 2, at §507. 

















DOES SECURITIES REGULATION HINDER 
FINANCING SMALL BUSINESS 


Gustav B. MarcraF* 


Many problems beset the small business enterprise that contemplates the raising 
of capital through long term debt or equity financing. The most serious obstacle 
to be overcome is the notorious lack of a market for securities of small companies. 
This problem is accentuated not only by the reluctance of people to invest in un- 
known small enterprises located at distant places, but also by the restrictions in 
state and federal laws upon the investment of funds held by such institutions as 
bank and insurance companies and by fiduciaries. 

A second obstacle is the finding of a satisfactory medium for distribution of the 
securities. The services of the larger underwriting houses are generally unavailable 
because of the high cost of distribution in relation to proceeds from small issues. 
Often even the smaller firms are reluctant to assume the job. When an underwriter 
is found it is difficult to obtain a firm commitment for purchase of the securities 
and the issuer must run the risk of incurring substantial expenses without any 
assurance of the success of the offering. 

To these and other obstacles is added the requirement of compliance with fed- 
eral and state securities laws. This is by no means the least of the issuer’s problems. 

The extent federal and state regulation of the issue and sale of securities has 
hindered financing of small business has been the subject of much debate. There 
are those on the one hand who say that the federal registration process has greatly 
impeded and discouraged the public financing of small enterprises and new ven- 
tures. Others insist that the problems of financing small business are primarily 
economic rather than of legislative origin and that they have not been enhanced in 
any material respect by the Securities Act. 

There are those too who feel that the state securities laws, the “blue sky” laws, 
have impeded financing of small business. Such charges are not so numerous, how- 
ever, perhaps because the complainants have not had the forum for expression of 
their views that is provided by the perennial hearings in Congress which afford 
an opportunity for expression of any complaint at any time with the almost com- 
plete assurance that nothing will be done about it. Enough time has elapsed since 
the first blue sky law was adopted in 1911 to permit the securities industry to adapt 
its operations to the requirements of the laws. Accordingly they have come to be 


* A.B., 1936, Southeast Missouri State Teachers College; LL.B., 1939, Duke University. Member of 
the New York and Missouri Bars. Contributor to legal periodicals. 
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accepted as a workable and necessary protecting measure for the investing public. 

Actually the real answer to the question lies between the two extreme points of 
view. Inevitably any measure which imposes restrictions will have a deterring 
effect upon the subject to which it relates. Whether the cause is real, as industry 
representatives contend, or fancied, as others suggest, the result is the same. Un- 
questionably, the securities laws have impeded some financings. The obstruction, 
however, is undoubtedly not so great as it is frequently represented to be. Certainly 
no insuperable barrier to small business financing has been created by the laws. 


FEperaL Security REGULATION 


The federal security regulation with which the issuer of securities is concerned 
is embodied in the Securities Act of 1933' as administered by the Securities and 
Exchange Commission (herein referred to as “S. E. C.”). The Act does not prohibit 
the sale of speculative or unsound securities nor does it confer power on the S. E. C. 
to prevent such sale so long as the full truth is told. The Commission may not 
under the Act deny registration on grounds other than faulty or inadequate dis- 
closure of information." In this respect the Act differs from some of the blue sky 
laws where power is given to the state regulatory authority to prevent sale of the 
security on grounds related to the soundness of the security.” 

The restrictive effect of the Act lies not in any statutory prohibition on the sale 
of speculative securities but rather in other factors arising from its application which 
create conditions bearing upon the feasibility of small financing. These include 
principally factors relating to cost, time, liability and burden on the staff of small 
enterprises. 

The Act does not apply to all financings. Where it does apply the restrictions 
are not always of the same degree. A number of provisions may be taken advan- 
tage of especially by small businesses to avoid the principal burdens of the Act. 


The provision regarded by the S. E. C. as the most important from the standpoint 
of small issues*® is the exemption for transactions by an issuer not involving any 
public offering. The exemption extends only to the registration® and prospectus® 
requirements of the Act.’ It does not relieve the issuer from civil liability imposed 
by Section 12 for sales in interstate commerce or through the mails by means of 
untrue statements or misleading omissions; nor does it relieve the issuer of Section 
17 which makes unlawful the use of such means or other fraudulent devices.° 

The principal difficulty with the use of this provision is that the area of exemp- 


+48 Srar. 74 (1933), 15 U. S. C. (1940 ed.) §77a et seq. (Hereinafter cited simply by Section.) 

4*5. E. C. Release No. 1, May 27, 1933; Hearings before the House Committee on Interstate and 
Foreign Commerce on Proposed Amendments to the Securities Act of 1933 and to the Securities Exchange 
Act of 1934 (hereinafter cited as “Hearings on Proposed Amendments’), 77th Cong., 1st Sess. (1941) 
635; S. E. C. TentH ANNuaL Report (1944) 3. 


* Hearings on Proposed Amendments, 31, 36. ® Hearings on Proposed Amendments, 655. 
“Sec. 4(1). ® Sec. 5(a). 
* Sec. 5(b). T Sec. 4. 


® Violators of this provision are subject to S. E. C. investigation [Sec. 20(a)], injunction [Sec. 20(b)], 
or criminal prosecution [Sec. 24]. 
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tion which it affords has not been precisely defined. Indeed, because of the doubts 
attendant upon its application to a given situation issuers are reluctant to rely upon 
it except in very clear cases. An issue is not removed from the category of “public 
offering,” for instance, for the reason alone that the offering is confined to the 
issuer’s employees.° Nor is it not a “public offering” simply because it is limited to 
security holders of the issuer.’° 

The distinction between a “public” and a “private” offering depends upon all 
the circumstances of the particular case. The General Counsel of the S. E. C. ruled 
in an early opinion that the determination of the scope of the exemption depends 
upon a number of considerations.” These include the number of offerees (not 
actual purchasers) and their relationship to each other and to the issuer, the number 
of units offered, the size of the offering and extent to which a later public offering 
of all or part of the securities sold by the issuer is likely, and the manner of the 
offering, whether by direct negotiation by the issuer or by the use of machinery of 
public distribution. 

This exemption is regarded by the S. E. C. as of particular importance to small 
business because the Commission feels that the most common source of capital for 
“really small business is from relatives, friends, and business connections.”!* This 
is undoubtedly true in many instances. The thought is controverted, however, by 
many expressions of industry representatives to the effect that there is little market 
for issues of small concerns and long term and equity capital must generally be 
obtained from a public issue.* This would indicate the inadequacy of this ex- 
emption for general financing of small business because of the necessity of contact- 
ing large numbers of prospective purchasers to create a market for the securities. 

A second provision in the Securities Act which may be a means of financing 
small businesses without encountering the impediments created by the Act is that 
relating to intrastate issues.’* This provision exempts “any security which is a 
part of an issue sold only to persons resident within a single State or Territory, 
where the issuer of such security is a person resident and doing business within, 


°H. R. Rep. No. 1838, 73rd Cong., 2d Sess. (1934) 41; S. E. C. Release No. 97, Part 6, Dec. 28, 
1933. 

10 FT, R. Rep. No. 152, 73rd Cong., rst Sess. (1933) 25; S. E. C. Release No. 97, Part 5, Dec. 28, 
1933; S. E. C. v. Sunbeam Gold Mines Co., 95 F. (2d) 699 (C. C. A. oth, 1938). Cf. S. E. C. v. Fed- 
eral Compress and Warehouse Co., U. S. Dist. Ct., W. Dist. Tenn., W. Div., Nov. 13, 1936, app. dis. 
without prejudice on motion of appellants, 88 F. (2d) 1018 (1937). 

115, E. C. v. Sunbeam Gold Mines Co., 95 F. (2d) 699 (C. C. A. oth, 1938); Aircraft Accessories 
Corp. v. Siebenthaler, Siebenthaler v. Aircraft Accessories Corp., U. S. Dist. Ct., W. Dist. Mo., Aug. 12, 
1940 (unreported). 

125, E. C. Release No. 285, Jan. 24, 1935. 

18 Hearings on Proposed Amendments, 655. 

™* Hearings before Special House Committee on Post-War Economic Policy and Planning, 78th Cong., 
2d Sess. (1944) 527, 533, 543; Fourth Report of House Special Committee on Post-War Economic 
Policy and Planning, H. R. Rep. No. 1855, 78th Cong., 2d Sess. (1944) 50; Senate Special Committee 
to Study Problems of Small Business, Sen. Comm. Print No. 15, 78th Cong., 1st Sess. (1943) 19. It 
is controverted also by statistics published by the S. E. C. showing that substantial amounts of offered 
securities of new ventures and small growing concerns remain unsold. Hearings on Proposed Amend- 
ments, 647. 

5 Sec, 3(a)(11). 
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or if a corporation, incorporated by and doing business within, such State or Ter- 
ritory.”"° The basic theory of this exemption is that the offering will be confined 
to a single locality where a state blue sky commission has jurisdiction over the en- 
tire transaction and therefore is in a position to protect investors.’* 

Offerings made under this provision must be carried out with the greatest of 
care. The exemption is available only if the entire issue is sold to residents of the 
state wherein the issuer is incorporated and doing business. A single sale to a non- 
resident of that state will deny the exemption to the entire issue.’® It would be 
immaterial that the sale to the non-resident was made without use of the mails or 
instruments of interstate commerce, or that the seller was exempt, as to that specific 
sale, from the registration and prospectus requirements.’ 

For the exemption to be applicable the conditions must be met at the time of 
completion of ultimate distribution.”° It is not sufficient that the conditions are 
met at the time of initial sale by the issuer to its underwriters or at the time of 
sale by the latter to distributing dealers. The securities are not considered as 
“sold” for the purpose of this section until they are in the hands of purchasers buy- 
ing for investment and not with a view to further distribution or resale.** Once 
this condition is met they may be resold, either directly or through brokers and 
dealers, to non-residents without affecting the exemption.” 

Despite its limitations the intrastate exemption is important for small business 
financing. This is evident from the fact that hundreds of small issues have been 
sold under the exemption.” 

By far the most important provision from the standpoint of small business financ- 
ing is the section of the Act which confers upon the S. E. C. power to exempt small 
offerings.** An amendment to this section was approved by President Truman on 
May 15 of this year, raising the limit for offerings exempted under this provision 
from $100,000 to $300,000.” 

The provision does not automatically exempt all issues up to $300,000. It sim- 
ply permits the S. E. C. to add to the exempt securities specified in the Act any 
class of securities as to which the Commission finds the requirements of the Act are 
not necessary in the public interest and for the protection of investors by reason 
of the small amount involved or the limited character of the public offering. The 
Commission may condition the exemption upon such terms as it deems necessary to 
protect the public and investors. 

16-The exemption does not relieve the seller of civil liabilities under Sec. 12 (roughly, sale by un- 
truthful statements) or the penalties provided for violation of Sec. 17 (fraudulent practices). 


11 Hearings on Proposed Amendments, 656. 

28 Opinion of S. E. C. Gen. Counsel, S. E. C. Release No. 1459, May 29, 1937. 

2° Thid. 

20 Ibid.; H. R. Rep. No. 1838 (Conf. Rep.) 73rd Cong., 2d Sess. (1934), 40; in the Matter of 
Brooklyn Manhattan Transit Corp., 1 S. E. C. 147 (1935). 

32 Opinion of S. E. C. Gen. Counsel, S. E. C. Release No. 1459, May 29, 1937. 

*2 Ibid. Such resales would be relevant to the question of exemption only in the evidentiary light 
which they would cast upon whether the securities had come to rest in the hands of resident investors. 

28 Hearings on Proposed Amendments, 656. * Sec. 3(b). 

25 Public Law 55, 79th Cong., 1st Sess. (1945), ch. 122. 
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Like other exemptions under Section 3 of the Act, this is not a complete ex- 
emption from all provisions of the Act. Section 12, which imposes civil liability 
upon persons making sales by means of untrue statements or misleading omissions, 
and Section 17, which makes it unlawful to sell securities by such means or by 
other types of fraud, are applicable to sales made under this exemption. The effect 
of the exemption is to permit the sale of securities without prior registration and 
with less complete disclosure than is required for registered securities. Civil liabil- 
ities are restricted to the seller and persons controlling the seller. The liabilities 
imposed upon others by Section 11 are inapplicable.”*® 

The provision for exemption of small issues was the subject of much discussion 
at the hearings held in 1941 by the House Interstate and Foreign Commerce Com- 
mittee on proposed amendments to the Act. A number of representatives of invest- 
ment bankers and prospective issuers appeared and testified in favor of raising the 
maximum limit permitted by the exemption.”’ Proposals made by industry repre- 
sentatives ranged from $500,000 to $1,000,000. The S. E. C. was agreeable to an 
increase to $300,000.29 When the matter was before Congress again in the bill 
which was finally passed*® the Commission again approved the amendment to raise 
the limit to $300,000, although taking the position that broadening the exemption 
would not diminish the cost of small business financing to a substantially significant 
degree.** 

On May 22, 1945, the S. E. C. amended its regulation to implement the statutory 
change and raise the exemption limit to $300,000 for issues qualifying under the 
regulation.*? The Commission emphasized that its action was of a temporary nature 
and was not to be construed as indicating a final determination by it that the re- 
quirements set forth in the new regulation were regarded as adequate in the case 
of all issues up to $300,000.5* The Commission cautioned that on the experience 
with the old regulation and in view of conditions now developing, it might be neces- 
sary to modify the temporary regulation or prescribe additional rules for offerings 
up to $300,000. 

The $300,000 exemption is applicable to all securities except (a) securities of in- 
vestment trusts or investment companies subject to the Investment Company Act 
of 1940, (b) voting trust certificates, (c) fractional undivided interests in oil or gas 
rights and similar interests in other mineral rights, (d) certificates of interest, (¢) 
securities of foreign issuers, (f) securities of issuers barred because of federal or 
state stop order or court proceedings, and (g) certain securities as to which a reg- 
istration statement has been in effect.** The exemption is available only if the 


2° These include all persons who sign registration statements, persons who are or are about to be- 
come directors or partners, certain experts who prepare or certify parts of registration statements or 
reports or valuations used therein, and underwriters of the security. 

37 Hearings on Proposed Amendments, 601-681. 

38 Td, at 604, 618, 621, 635. 2° Id. at 676. 

*°S. 62, 79th Cong., 1st Sess. (1945), bill introduced by Sen. Vandenberg. 

*1 Sen. Rep. No. 123, 79th Cong., 1st Sess. (1945); H. R. Rep. No. 489, 79th Cong., rst Sess. 
(1945). See also, S. E. C., TentH ANNnuaL Rep. (April 21, 1945) 6, 7. 
*2S. E. C. Release No. 3066. 88 Ibid. 84S. E. C. Reg. A, Rule 221. 
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aggregate offering price of the following does not exceed $300,000: (1) All securi- 
ties of the issuer which under the exemption are proposed to be offered presently, 
are currently being offered, or have been previously sold pursuant to an offering 
commenced within one year prior to the commencement of the proposed offering, 
and (2) all securities of the issuer neither registered nor exempt nor sold in an ex- 
empt transaction which were sold within one year prior to the commencement of the 
proposed offering.*® Securities offered to a single holder of the majority of the 
voting stock of the issuer in connection with a pro rata offering to stockholders, 
and securities exchanged for outstanding securities, claims or property in connection 
with a bona fide recapitalization or reorganization need not be included in deter- 
mining the amount of securities which may be offered pursuant to the exemption.** 
An offering may be made pursuant to the exemption even though it is contem- 
plated that after the termination of the offering an offering of additional securities 
will be made.*” 

In lieu of compliance with the registration and prospectus requirements of the 
Act there is required to be filed with the S. E. C. at least five days** (Sundays and 
holidays excluded) prior to the offering a letter of notification containing the fol- 
lowing information: (1) Names and addresses of the issuer, its directors and off- 
cers, persons making the offering, and principal underwriters; (2) title and principal 
amount or number of shares proposed to be offered, offering price and aggregate 
amount, and aggregate amount of all securities of the issuer offered to the public 
within one year by the person filing the notification; (3) approximate offering date; 
(4) list of jurisdictions in which it is proposed to sell the securities; and (5) the 
purposes for which the net proceeds from the securities are to be used.*® 

Three copies of all selling literature proposed to be used at the commencement 
of the public offering or intended to be sent thereafter to more than ten persons 
must be filed with the S. E. C. at least five days prior to its use.“ The material 
filed pursuant to this requirement is required solely for the information of the 
Commission to aid it in enforcing Section 17 (relating to practices made unlawful) 
and not for the purpose of enabling the Commission to cite any deficiency in the 
information contained in the material. 

The selling literature required to be filed with the Commission must contain 
on the first page a statement to the effect that because the securities are believed to 
be exempt from registration they have not been registered with the S. E. C2. The 

*5S, E. C. Reg. A, Rule 220(a). The Regulation also permits offerings up to $100,000, similarly 
limited, to be made by a person controlling, controlled by, or under common control with the issuer. 


However, the aggregate offering price of the securities of the issuer and those of the person controlling, 
controlled by, or under common control with the issuer may not exceed $300,000 in any twelve-month 
period. S. E. C. Reg. A, Rule 220(d). 
86S. E. C. Reg. A, Rule 220(c). °7§. E. C. Reg. A, Rule 220(e). 
*® Before the amendment of May 22 the period was 24 hours. °°S. E. C. Reg. A, Rule 222. 
“°S. E. C. Reg. A, Rule 223(a). The period formerly was twenty-four hours. Communications 
which do no more than identify the securities, state the price and state by whom orders will be executed 
need not be filed. 
“1S. E. C. Reg. A, Rule 223(b). 
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statement must set out also that such exemption, if available, ‘does not indicate 
that the securities have been either approved or disapproved by the Commission or 
that the Commission has considered the accuracy or completeness of the statements 
in the selling literature. 

The only requirement with respect to the selling literature used in connection 
with offerings under the exemption is that it state the person for whom the securities 
are being offered, the number of units being offered, the amount per unit and 
aggregate of underwriting discounts or commissions or, if none, the amount per 
unit and aggregate of expenses incurred or to be incurred in connection with the 
offering, and the purposes for which the net proceeds from the securities are to be 
used, *? 

A further step was recently taken by the S. E. C. to broaden the scope of the 
exemption permitted by Commission regulation. On March 24 of this year a new 
regulation was announced exempting offerings up to $100,000 of assessable shares of 
domestic mining corporations.** The Commission commented that it had received 
suggestions of various mining men, mining organizations, attorneys, accountants, 
and others who were furnished draft copies of the regulation for review and crit- 
icism. A number of objections were raised on the basis that the regulation was 
inadequate to safeguard the interest of purchasers. The Commission stated that 
in view of this problem it was not without some misgivings in adopting the regu- 
lation and it was therefore adopted on a trial basis. If abuses develop adversely 
affecting the public interest the regulation will be modified or rescinded. 

In the case of assessable shares of mining corporations the sum of the aggregate 
offering price of the shares proposed to be offered, the aggregate offering price of the 
issuer’s securities currently being offered publicly without registration and the aggre- 
gate sales price of the issuer’s securities sold without registration to the public for 
the issuer’s account within the preceding year may not exceed $100,000. The aggre- 
gate offering price of the issuer’s securities offered to the public without registration 
in each successive yearly period plus the amount received in each such period as a 
result of all assessments may not exceed $100,000.*° Not more than one offering may 
be commenced by the issuer under the exemption in any period of one year.*® 

A prospectus must accompany the initial solicitation of persons to whom assess- 
able shares of mining corporations are offered.*” The prospectus must contain sub- 
stantially more information than is required in selling literature used in connection 
with offerings of other types of securities under the exemption.*® 

The issuer of assessable shares of mining corporations is required also to send, 
at the time of each assessment levied after the commencement of the offering, to 


“2S. E. C. Reg. A, Rule 223(c). 
48S. E. C. Reg. A-M, Rule 240; Securities Act Release No. 3051, March 24, 1945. This exemption 


has not been amended to take advantage of the newly enacted $300,000 limit for exemptions permitted 
by S. E. C. regulation. 

“4S. E. C. Reg. A-M, Rule 240(a). 45S. E. C. Reg. A-M, Rule 240(b). 

46S. E. C. Reg. A-M, Rule 240(c). “7S. E. C. Reg. A-M, Rule 240(e). 

“8 Ibid. 
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each holder of the class of security being offered, a notice of assessment accompanied 
by a statement containing certain information relating to amount of funds received 
during the last two years, purposes for which the funds were used, developmental 
status and ore reserve postion of the property, consideration received for shares issued 
for other than cash, aggregate amount of current assessment, issuer’s intended use 
of the amount realized and other available funds, issuer’s intention with respect to 
further assessments during the following year, and the material provisions, statutory 
or otherwise, applicable to assessments on the shares being offered.*® 

The exemption for corporate offerings up to $300,000 and assessable mining 
shares up to $100,000 is of very real benefit to small businesses. The filings required 
to be made are extremely simple as compared with registration of non-exempt 
securities. Under no circumstances could it be said that the conditions imposed are 
unduly burdensome. 

The practicability of the small issue exemption is demonstrated by the fact that 
during the twelve months ending June 30, 1944, 427 Letters of Notification were 
filed with the S. E. C. pursuant to Regulation A.5° These, with the 209 amend- 
ments to the Letters which were filed, represent aggregate offerings of $21,933,994." 

The statutory amendment raising to $300,000 the amount of an issue of securities 
which may be exempted by Commission regulation and the recent amendments to 
the regulations to implement in part this statutory change have gone far to answer 
the complaints that the Securities Act is a burden on small financing. In reporting 
the bill the Senate Committee on Banking and Currency stated that the amendment 
was desirable, particularly in the interest of small business and that it would enlarge 
the opportunity of small business to finance itself.°? The Committee noted that 
the Special Senate Committee on Post-War Economic Policy and Planning had re- 
ported that “the act makes equity financing of small businesses practically impos- 
sible in that the floating of new small security issues is so troublesome and expensive 
that small businesses are unwilling to undertake the burdensome routine.”™* This 
statement echoes the complaints made time and again by representatives of indus- 
try in hearings before various Congressional Committees and elsewhere.** How- 
ever exaggerated it may be there is no doubt that the raising of the exemption will 
be a welcome aid to small business financing. 

The most frequently voiced objection to the Securities Act as it affects small 
businesses is that it contributes to the disproportionately high cost of small financ- 


“°S. E. C. Reg. A-M, Rule 240(g). 

"0S. E. C. TentH AnnuaL Report (1945) 7. This, of course, was before the exemption was raised 
from $100,000 to $300,000. 

52 Ibid. 52 Sen. Rep. No. 123, 79th Cong., 1st Sess. (1945). 

58 Ibid. 

54 Hearings on Proposed Amendments: statements of Arthur G. Davis, Field Secretary, Investment 
Bankers Assn. of America, 603, 613; Rush S. Dickson, President of R. S. Dickson & Co., 616; Paul W. 
Loudon, representing group of Minnesota investment bankers, 624; Frayser Jones, Nat. Assn. Mfgs., 
638; Wm. B. Putney, 3d, Comm. for Re-employment of Men and Money, Commerce and Industry Assn. 
of N. Y., Inc., 649. Statement of Ferdinand Eberstadt before House Special Comm. on Post-War Eco- 
nomic Policy and Planning, May 31, 1945. 
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ings. There is no dissent from the fact that the cost of offering- equity securities 
and long term debt is excessively high for small businesses.°> The costs increase in 
relation to receipts to the company as the size of the issue decreases. There is dis- 
agreement, however, over the factors responsible for the heavier costs. 

Representatives of industry have attributed the excessive costs of small financings 
to the registration requirements of the Securities Act." Witnesses at the House 
Interstate and Foreign Commerce Committee hearings in 1941 on proposed amend- 
ments to the Securities Act stated that a minimum cost of $5,000 must be incurred 
even in the smallest registration if the services of competent attorneys and account- 
ants are to be obtained.™” It was testified also that the fair average cost of regis- 
tering a $200,000 issue would be $6,000.°° These estimates were controverted by the 
present Chairman of the S. E. C., Mr. Purcell, who cited nine instances of registra- 
tions of issues of Motors Securities, Inc., of Shreveport, La., in amounts of $200,000, 
$700,000 and $1,000,000, where the registration expenses were only $320 each, except 
in one case, where the expense was $450. 

One witness testified that where an issue of from $200,000 to $500,000 is regis- 
tered the cost is about double that incurred when only state qualification is in- 
volved. He cited an example of an offering of around $200,000 not involving 
federal registration, where the cost was $2,000 for printing, legal and engineering 
fees and related expenses. This compared with a cost of $6,500 for similar expenses 
in connection with a federally registered offering of $235,000. 

Another witness pointed out that it is almost impossible to obtain a firm com- 
mitment by an underwriter to purchase an issue of securities before registration is 
substantially completed. The issuer therefore must assume all the costs of regis- 
tration without any assurance that it will be able to recoup its expenses from the 
sale of its securities. The situation is further aggravated by the fact that the small 
issuer usually is in urgent need of additional working capital or it would not be 
seeking to sell its securities. If the costs of registration are not recovered the com- 
pany’s capital may be seriously depleted. Many small companies are unwilling to 
run this risk.* 

The S. E. C. has taken the position that the problems of financing small busi- 
ness were neither created nor increased in any material respect by the Securities 


55 SmaLL Business: Access To CapiraL, Sen. Comm. Print No. 15, 78th Cong., 1st Sess. (1943) 2, 
19; Hearings before the Special House Comm. on Post-War Economic Policy and Planning, 78th Cong., 
2d Sess. (1944) 461; REPorT oF SMALL Bus, Apvisory Comm. To Sec. oF CoMMERCE (May 28, 1945) 18. 

5° Hearings on Proposed Amendments, 108, 116, 117, 129, 603, 611, 616, 617, 623-626, 637, 638, 
648. The principal complaint in hundreds of letters received by Rep. Wadsworth was said to be that 
the costs of registration were’ too high and burdensome. Id. at 648, 651. 

57 Id. at 617. 58 Id. at 626. 

5° Id. at 672. Mr. Purcell acknowledged that these were not average figures. He insisted, however, 
that an estimate of $5,000 as minimum expenses arising from registration is much too high. 

°° Hearings on Proposed Amendments, 625 (Mr. Loudon). 

* 1d. at 648, 649. The witness observed that while underwriting commissions are heavier than 
registration costs they do not contribute to the risk assumed by the small issuer because they are paid 
only if the securities are sold. 
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Act. The Commission’s contention is that the problems are primarily of an eco- 
nomic rather than a legislative nature.®* Statistics compiled by it leave no room for 
doubt that the primary reason for the higher cost of small offerings is to be found in 
the underwriting fees. On the basis of a study covering the years 1938 through 1940 
the Commission estimated that the average cost of registration per $100 of securities 
in offering under $1,000,000 during those years was about 92 cents.°* The average 
underwriters’ compensation in such cases was $12.03. 

A fairly reliable indication of the costs of small financings may be obtained from 
statistics published from time to time by the S. E. C. The Commission’s Tenth 
Annual Report, published in April of this year, contains a table showing the divi- 
sion of the cost of flotation of registered equity securities of small companies be- 
tween distributors’ compensation and other expenses for the period from January 
I, 1938 to June 30, 1944.°° For all equity securities of the companies with assets of 
less than $1,000,000 included in the study the total cost of flotation amounted to 
21.6 percent of gross proceeds. Of this amount 19.7 percent represented compen- 
sation to distributors and 1.9 percent other expenses.®’ In the case of preferred 
stock the total cost of flotation was 19.3 percent, 17.5 percent being attributable to 
distributors’ compensation and 1.8 percent to other expenses. For common stock 
the total cost was 22.1 percent, 20.2 percent for distributors’ compensation and 19 
percent for other expenses.®® 

Of course, not all of the expenses not attributable to distributors’ compensation 
are the result of registration requirements of the Act. The only expense for which 
the Act is wholly responsible is the registration fee of one one-hundredth of one 
percent of the gross proceeds. Expenses for printing and engraving, legal, account- 
ing, engineering fees and certain other miscellaneous expenses are partly attributable 
to registration. Those not at all attributable to the Act include exchange listing, 
federal revenue stamp tax, state qualification and fees of transfer agents. 

Statistics compiled by the S. E. C. indicate that for registered equity securities 
of companies with assets of less than $1,000,000 the printing and engraving expenses 
amounted to 0.32 percent of expected gross proceeds from sale of the securities, legal 
expenses, 0.70 percent, accounting expenses 0.29 percent, and engineering expenses, 
0.34 percent.” Thus it appears, for example, that printing expenses, about which 


*2 Testimony of Mr. Purcell, Hearings on Proposed Amendments, 658. 

°8 bid. * 1d. at 673. 

*5 The average registration and compensation expenses per $100 of securities were, respectively, for 
issues under $100,000, $1.16 and $13.03; $100,000-$249,000, $1.07 and $11.59; $250,000-$499,000, $0.91 
and $13.66; and $500,000-$999,000, $0.81 and $10.98. Id. at 675. 

°6 Table A-6. The table is published also in S. E. C. Statistical Series Release No. 744, October 22, 
1944. 

*7 For companies with assets between $1,000,000 and $5,000,000 the figures were 15.8%, 14.0% 
and 1.7%, respectively. 

® For companies with assets of from $1,000,000 to $5,000,000 the costs were: preferred stock, 12.5% 
(total cost), 11.0% (distributors’ compensation) and 1.5% (other expenses); common stock, 17.5%, 
15.6%, and 1.8%, respectively. 

*°S. E. C. Statistical Release No. 744, Oct. 22, 1944, Table 4. These figures are for the period 
from Jan. 1, 1938 to June 30, 1944. They are based upon instances where such expenses actually were 
incurred and are not aggregate figures for all issues regardless of whether an expense of the type noted 
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many complaints are heard, actually are a very small part of the total cost of small 
business financings. 

The cost of bond financing is substantially lower than that of equity financing. 
An S. E. C. study published in 1940 shows that for the period 1935 through 1938 
the total cost of bond issues for companies with assets under $1,000,000 included in 
the study was 9.6 percent of gross proceeds."° Compensation to distributors ac- 
counted for 7.7 percent and other expenses were responsible for 1.9 percent. For 
companies with assets between $1,000,000 and $5,000,000 the figures for bond financ- 
ing were 6.2 percent (total cost), 4.5 percent (compensation to distributors) and 
1.7 percent (other expenses)."’ The expenses of preferred stock of companies of 
comparable size were: assets under $1,000,000, 15.9 percent (total cost), 14.6 percent 
(compensation to distributors) and 1.3 percent (other expenses); assets between 
$1,000,000 and $5,000,000, 13.5 percent, 12.0 percent and 1.5 percent, respectively.” 

Upon the basis of statistics such as these the S. E. C. contends that the principal 
deterrent to small business financing is the amount required to be paid as com- 
pensation to distributors of the securities and that the solution to the problem lies 
in finding a way to reduce such compensation.” Representatives of industry coun- 
ter with the argument, however, that businessmen think in terms of dollars and 
cents while the Commission is thinking in terms of abstract percentages. It is said 
that “the businessman who is obliged to spend ten or twenty or fifty thousand dol- 
lars to defray the costs of registration finds little consolation in the thought that 
those thousands of dollars pouring out of the company’s treasury are only one-half 
of 1 percent of the amount of securities being offered.”** 

Closely related to the cost of financing is the complaint that the registration 
procedure unduly delays public offerings.”© The Securities Act originally required 
a twenty-day period after filing before the registration statement could become 
effective."® The Act was amended in 1940, however, to permit the Commission to 
accelerate the effective date and allow registration statements to become effective as 
was incurred. Such aggregate figures are contained in the Commission’s TENTH ANNUAL Report (1945) 
Table A-7, and in Statistical Release No. 744, Table 3. The tables contain similar figures for companies 
with assets of between $1,000,000 and $5,000,000 and for all companies with assets of under $5,000,000. 
Broken down between preferred stock and common stock for companies with assets under $1,000,000, 
the figures are: printing and engraving—preferred 0.28%, common 0.33%; legal—preferred 0.97%, 


common 0.64%; accounting—preferred 0.41%, common 0.26%; engineering—preferred 0.577%, common 
O.11%. 

7° Cost oF FLOTATION FOR SMALL IssuES, 1925-1929 and 1935-1938 (Report of Research and Statistics 
Section of Trading and Exchange Division to S. E. C., 1940) Table 5. 

"2 Ibid. 

"2 Ibid. Table 4 contains statistics for bonds and preferred stock by size of issue. The sizes are 
broken down into categories of under $250,000, $250,000-$499,000, $500,000-$749,000, $750,000- 
$999,000, and various categories above $1,000,000. The study includes statistics relating to cost of 
bond and preferred stock flotations by industry, for utilities and for companies other than utilities, by 
method of offering, by yield, and a breakdown of expenses other than distributors’ compensation by 
size of issue. In each instance the study includes a comparison of expenses for the 1925-1929 period 
with those of the 1935-1938 period, showing that cost changes in the latter period have operated to the 
disadvantage of small issues. Id. at 9. 

78 7d. at 8. * Hearings on Proposed Amendments, 648. 
78 Id. at 603, 614, 623. 7 Sec. 8(a). 














312 Law anp ConTEMPoRARY PRoBLEMS 


soon as they could be examined to determine whether the requirements of the Act 
were met.’? An amendment filed prior to the effective date starts the period run- 
ning again unless it is filed with the consent of or pursuant to an order of the 
Commission.” 

The complaint of delay is not directed at the statutory waiting period. The 
Commission has been most cooperative in exercising its acceleration powers to re- 
duce the impact of this provision. This has been done as readily for small issues as 
for large ones. However, many companies have found it impossible to comply 
with the requirements relating to registration without encountering substantial de- 
lays. It has sometimes been the experience that by the time the delays have been 
overcome the market has slipped away and the securities cannot be sold.” This has 
acted as a deterrent to some companies that have been unwilling to run this risk. 


Another criticism often directed at the Securities Act as it affects small business 
financing is the burden it places upon the staff of small issuers.8° The problem is 
much more severe for small companies than for large ones. The management per- 
sonnel of the former usually consists of a very few persons. The time which they 
must spend in the preparation of the registration statement often interrupts the 
normal business of the issuer, with a resulting loss of profits. A loss of this kind, 
of course, is not susceptible of measurement. 

The Commission is not unaware of the inconveniences experienced in comply- 
ing with the registration requirements of the Act and from time to time has taken 
steps to lighten the burden. Thus, in October, 1941, Form S-2 was adopted to 
facilitate the registration of securities of small businesses. This form eliminates 
unnecessary duplication between registration statements and prospectuses and is 
generally available to registrants who do not have active subsidiaries, who are not 
successors to previously established businesses, and who have not been involved in 
insolvency proceedings for three years.8* Only recently the Commission adopted a 
new simplified form, Form S-11, for registration of shares of exploratory mining 
corporations.**? Among other things the form dispenses with the requirement for 
certification of financial statements by independent accountants. On June 11, 1945, 
the Commission adopted Form S-12, which may be used by companies not advanced 
beyond the development stage that (a) do not have or intend to have active sub- 
sidiaries, (b) have not recently been or do not intend to be involved in successions 
to other businesses and (c) have no long term debt. It is expected that the form 
will be of substantial assistance to newly organized small companies and those to 
be organized in the post-war period. Other forms have been adopted in recent years 
to simplify the registration procedure. 


™ 54 Stat. 857 (1940) (Public Law No. 768, Title III, 76th Cong., 3rd Sess.). 

78 Sec, 8(a). 

™ Hearings on Proposed Amendments, 624. 

5° Id. at 603, 626, 638, 649; Hearings before Special House Comm. on Post-War Economic Policy and 
Planning, 78th Cong., 2d Sess. (1944) 531. 

81 Hearings on Proposed Amendments, 656. 

82S. E. C. Securities Act Release No. 3051, March 24, 1945. 
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A further deterrent to small business financing is the fear of undue liabilities.** 
This, in fact, has sometimes been said to be perhaps the most important factor of 
all.8* Such fear was widespread shortly after the Act was passed, but experience 
has shown it to be practically groundless. The S. E. C. has reported that a search 
of court records covering a period of eight years reveals that there were less than 
two dozen actions under all three of the civil liabilities of the Act.® 


A number of other complaints have been made by small businesses. Some relate 
to such things as sales resistance engendered by the appearance on prospectuses of 
information disclosing the size of underwriting discounts and commissions. Some 
persons have objected also to disclosing to business competitors information respect- 
ing contractual arrangements. Such factors undoubtedly may affect adversely the 
sale of securities in individual instances, but the effect on the whole is probably 
fairly insignificant. 

Strate Security REGULATION 


All states except Nevada have a law relating to the sale of securities.°* In some 
instances the law is brief and contains a minimum of regulation. In others the 
law is complex and regulates in detail the issue and sale of securities. In many 
states the regulation goes far beyond that of the Securities Act of 1933 and confers 
upon the regulatory authority broad powers to prohibit the sale of securities on 
grounds related to the soundness of the business enterprise and the security. 

In spite of the scope of state regulation the charges have not been numerous 
that the blue sky laws obstruct the financing of small business. The laws, with a 
history extending twenty-two years beyond that of the Securities Act, have gen- 
erally been found to be workable and have come to be accepted as a necessary part 
of our legal system. Even some of the most ardent proponents of relaxation of the 
Securities Act with respect to small issues support their position by suggesting that 
the blue sky laws will adequately safeguard the interests of investors.*’ Implicit 
in this is an acknowledgment that the state laws are not unduly obstructive. 


The most widely adopted type of law is that following generally the pattern of 
the Uniform Sale of Securities Act.** ‘Twenty-one states have blue sky laws in- 
corporating generally the substance of the Uniform Act. These are Alabama, Flor- 
ida, Georgia, Illinois, Indiana, Iowa, Kansas, Kentucky, Louisiana, Michigan, 
Minnesota, Missouri, North Carolina, Ohio, Oklahoma, Oregon, South Carolina, 
South Dakota, Utah, Vermont and Wisconsin. The laws vary somewhat in form 


8° Hearings on Proposed Amendments, 603, 623. 

841d. at 623. 

85S. E. C. TenrH Annuat Report (1945) xii. According to the Commission not more than five 
suits resulted in recovery by the plaintiffs. 

8° There is no local securities law for the District of Columbia. 

8? Hearings on Proposed Amendments, 608. 

®® Tt will not be necessary for the purpose of this article to treat in detail the requirements and ex- 
emptions of the laws of each state. The present purpose is to give a general picture of the effect of 
state security regulation upon small business financing. Accordingly, citations to individual laws will 
be omitted. References to laws of the several states are to the securities laws of the respective states. 
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and occasionally in certain substantive provisions, but the general import is sub- 
stantially the same for all. 

The result sought by this type of law 4s to facilitate the marketing of securities 
of unquestionable soundness without burdensome formalities while at the same time 
protecting the public against fraud and unsound securities. To this end the laws 
contain exemptions for types of issues going far beyond the exemptions in the 
Securities Act of 1933. The exemptions include, inter alia, securities of public util- 
ities subject to regulatory supervision as to rates or the issuance of their securities, 
and securities listed on the major stock exchanges and other recognized exchanges, 
as well as securities senior to such listed securities.6® There is also generally an ex- 
emption for negotiable promissory notes and commercial paper issued within a 
specified period after the date of sale (usually around three months) and maturing 
within a fixed time (ranging from six months to two years).°° 

There are also provisions exempting certain types of transactions. Such exemp- 
tions of interest to small businesses include distributions by a corporation of securi- 
ties to its security holders as a stock dividend or other distribution out of earning 
or surplus; issuance of securities to security holders or other creditors of a corpora- 
tion in a bona fide reorganization, either in exchange for the securities or claims 
of such holders or partly in exchange and partly for cash; and the issuance of addi- 
tional capital stock of a corporation sold or distributed by it among its own stock- 
holders exclusively, where no remuneration is paid in connection with the sale or 
distribution. The exempt transactions generally include also sales of securities to 
banks, savings institutions, trust companies, insurance companies, corporations, 
brokers and dealers. Included also is the transfer or exchange by one corporation 
to another of the securities of each in connection with a consolidation or merger. 
Finally, there is usually an exemption for subscriptions within a state for stock prior 
to incorporation under the laws of that state, when no expense is incurred and no 
remuneration is paid in connection with the sale and disposition of the securities.™. 

For going businesses with a sound earnings history the laws patterned along 
lines of the Uniform Act generally provide for a simple short form of registration 
called “registration by notification.” This may be availed of when the issuer owns 
a business or property which has been in continuous operation for a designated 
period (usually three to five years) and has had for a required number of years 
(usually not less than two years) a specified ratio of earnings to debt charges and 
dividend requirements. The ratio is usually one and one-half times interest charges, 
in the case of an offering of bonds, and one and one-half times dividend require- 
ments, in the case of an issue of preferred stock. Where common stock is being 
offered the issuer is customarily required to have earned an amount applicable to 


®° Not all the laws in this category have all the exemptions discussed here. 

°° A number of states whose laws do not follow the pattern of the Uniform Act have some or all 
of these exemptions. 

°°® Sometimes there is an exemption for sales of stock in any domestic corporation of the state, if 
no commission or remuneration or similar selling expense is included in the sale. E.g., N. C., GEN. 


Stat. (1943) §78-4(7). 
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common equal to five or six percent of all outstanding stock of equal rank. 

There are also provisions for registration by notification of bonds or notes se- 
cured by mortgages meeting certain requirements. 

When the process of registration by notification is available the procedure for 
registration is simple and inexpensive. It usually involves the filing of a notice 
stating simply the name, location and place of incorporation of the issuer, brief 
description of the security, amount of securities to be offered in the state, brief 
statement of the facts showing that the security falls within the class for which the 
simplified registration is provided, and a statement of the offering price. Financial 
information relating to the issuer is often called for, and a copy of the offering cir- 
cular generally is required. The securities in most instances are deemed registered 
upon the filing of the notice. 

If the security is not exempt or sold in an exempt transaction, and if the pro- 
cedure of registration by notification is not available, it must be registered by the 
more complicated process of “registration by qualification.” Registration by quali- 
fication usually involves the filing of fairly complete information about the issuer 
and the securities to be offered. Although this procedure is considerably more 
troublesome than registration by notification, it is not in the least comparable with 
federal registration. No “registration statement” is required and no substantial 
expenses for printing must be incurred. 

In addition to information about the business of the issuer and the securities to 
be offered, the application for registration by qualification usually calls for a recent 
balance sheet of the issuer (normally as of within 60 or go days) and an income 
statement for the last fiscal year. Information is required respecting the offering 
price and the maximum commissions or other remuneration to be paid in connec- 
tion with the sale, and a detailed statement must be made of the items of cash, 
property, services, patents, good will and other consideration for which securities 
have been or are to be issued in payment. A certified copy of the charter and 
by-laws must be filed. 

The burden of state qualification was recently alleviated somewhat by the adop- 
tion in a number of states of a simplified uniform application form.®* The form 
was prepared by the National Association of Securities Commissioners and adopted 
by that body in 1941. It may be used only for securities registered under the Securities 
Act of 1933 which must be qualified under state laws otherwise than by notification. 
The form may not be used for oil, gas or mineral securities, securities which are 
essentially certificates of interest in securities, American certificates against foreign 
issues, voting trust certificates, certificates of deposit, securities sold or modified in 
the course of a reorganization requiring a special form or process of registration 
under the Securities Act of 1933, or securities of any company primarily engaged 
in the business of investing or reinvesting in securities other than an open-end man- 


®1 Alabama, Arkansas, Florida, Iowa, Minnesota, Ohio, Nebraska, New Hampshire, North Carolina, 
Rhode Island, Tennessee, Texas and Virginia. Certain variations are necessitated by the laws of some 
States. 
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agement investment company which does not issue periodic payment plan certifi- 
cates and which is not the sponsor or depositor of a company issuing such certificates. 
The uniform form is by no means an answer to the complications involved in state 
qualification, but it is a step toward simplification. 

Most important from the standpoint of the small company is the power granted 
to the regulatory body to deny registration if it finds that the issuer’s business is 
based upon unsound business principles. (The Securities and Exchange Commis- 
sion has no such power.) The regulatory authority is also empowered to deny 
registration, and in the case of registration by notification, suspend registration, if 
it finds that the sale of securities would tend to work a fraud upon the purchaser. 

The regulatory authority may also revoke registration, both of securities regis- 
tered by notification and by qualification, if it appears that the issuer is insolvent, 
has violated any provision of the securities law or order of the commission, has 
engaged or is about to engage in fraudulent transactions, is in any other way dis- 
honest or has made fraudulent representations in any literature that has been dis- 
tributed concerning the issuer or its securities, is of bad business repute, does not 
conduct its business in accordance with law, or that its affairs are in an unsound 
condition or the enterprise or business is not based upon sound business conditions. 

The statutes commonly provide that if the securities are to be issued for any 
patent right, copyright, trademark, process, formula, goodwill, organization or pro- 
motion fees or expenses, going concern value or other intangible assets the Com- 
mission may require the securities issued in such payment to be delivered in escrow 
until all other stockholders who have paid for their stock in cash have been paid 
dividends aggregating a required amount (usually around six percent). In the 
case of dissolution or insolvency while the securities are held in escrow, the owners 
may not participate in the assets until after the owners of all other securities have 
been paid in full. 

The regulatory authority is usually given power to obtain an injunction against 
fraudulent practices. Sales in violation of the law are voidable at the election of 
the purchaser, and civil liabilities are imposed upon the seller and directors, off- 
cers and agents of the seller who participated in the sale. Finally, criminal sanc- 
tions are imposed for violations of the law. 

A further burden upon non-resident issuers is the requirement in many of the 
laws that the issuer file consent to service of process, regardless of whether the 
application for qualification of the securities is filed by the issuer or a registered 
dealer. This is required in the majority of the blue sky laws, regardless of the type 
of law. 

In many states also the issuer is required to register as a dealer in securities if 
it sells the securities itself or through agents. A number of states, however, do not 
impose this requirement upon companies selling securities of their own issue. 

It is important to note that in most states registration of securities may be made’ 
either upon application of the issuer or a registered dealer. 
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laws of the twenty-one states following the pattern of the Uniform Sale of 


the securities and to deny registration if this condition is not met. 


securities by registered dealers if the issuer does not itself apply.** 


fraud, and the regulatory authority or attorney general is given authority 
injunctions to accomplish this end. 


sioner may prevent sales also if he is of the opinion that there is serious 
danger to the purchaser. 


°2 This is not true in the case of Idaho, Mississippi and Montana, where the exemptions 
enlarged to follow generally those of the Uniform Act. 


public of an opportunity to purchase securities of unquestionable merit. 


of a simple form of notice prior to sale of non-exempt securities. Connecticut, Maryland 
York require registration of dealers. 
°5 Secs, 3, 10. 
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The discussion of state regulation thus far has related mainly to the blue sky 


Securities 


Act. A second type of statute exists in the seven states of Arizona, Arkansas, Idaho, 
Mississippi, Montana, North Dakota and Tennessee. This is the obsolete form of 
“investment company” statute. In this type of statute the classes of exempt securi- 
ties and exempt transactions are very narrow.*? The effect of this type of statute 
is to require registration of securities in much the same manner as registration by 
qualification under the statutes of the Uniform Act type. The powers of the reg- 
ulatory authority are generally as broad as in the case of the states following the 
Uniform law. The authority usually has power to determine, inter alia, whether 
the business of the issuer promises a fair return on the investment represented by 


The “investment company” type of statute generally permits qualification of the 


A third type of blue sky law is the fraud type which exists in Connecticut, 
Delaware, Maryland, New Jersey and New York. This is the simplest form of 
state security law and involves the minimum of regulation. No provision is made 
for registration of securities.°* The sole objective of the statute is prevention of 


to secure 


Closely related to the fraud type of statute are the laws of Maine and New 
Hampshire. In both states dealers are required to register and the securities com- 
missioner may prevent sales of securities on grounds of fraud or inadequate dis- 
closure. In Maine dealers may be required to file information respecting the 
securities. The New Hampshire law requires dealers to qualify securities prior to 
sale by filing information with the commissioner. The New Hampshire commis- 


financial 


The remaining twelve states have a variety of statutes which do not fit closely 
into any of the general types. The California law has few exemptions but the 
registration requirements apply only to sales by a company of securities of its own 
issue.’ Hence, where the securities are not issued within the state sales may: be 
made by registered brokers without an issuer’s permit having been obtained. In 
Colorado registration is required prior to sales of non-exempt securities, but the 
exemptions are fairly broad. The Massachusetts law provides for qualification by 


have been 


°® The Tennessee law does not contain such a provision and makes it a misdemeanor for any person 
to sell securities of a company that has not complied with the law. This type of statute has discouraged 
the sale in the state of many sound issues of both large and small companies and has deprived the 


** Connecticut requires registration only of mining and oil securities. New York requires the filing 


and New 
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filing a notice of intention to sell together with certain information respecting the 
issuer, nature of its business, capitalization, and purposes to which the proceeds are 
to be applied. Examination of the information filed is made from the viewpoint 
of prevention of fraud. 

Registration is required in Nebraska, but the exemptions are liberal. The Bu- 
reau of Securities has the usual broad powers in passing on applications for regis- 
tration. New Mexico and Wyoming have “speculative securities” type of statutes. 
In the former the exemptions are narrow and the commission has broad powers 
to deny registration on the ground of insolvency, unfair or unsound business of 
the issuer, fraud, etc. In Wyoming the exemptions are broad and consideration of 
the application is made with the objective of preventing fraud. 

The Pennsylvania law requires dealers to file notices of intention to sell and 
thereafter information concerning the issuer and its securities. Here also sales are 
not prohibited unless evidence of fraud appears. Securities exempt under Section 
3(a) of the Federal Securities Act, except Section 3(a)(11), are exempt in Pennsyl- 
vania. (This does not include the small offering exemption pursuant to S. E. C. 
regulation under Section 3(b).) In Rhode Island notice of intention to sell must 
be filed and the Chief of the Division of Banking and Insurance may require filing 
of information respecting the issuer and the securities to be offered and may pre- 
vent sales which would be fraudulent or against public interest. 

Texas requires an issuer’s permit for non-exempt securities and the permit may 
be denied if the Secretary of State finds that the proposed plan of business is un- 
fair, unjust or inequitable and that the sale would work a fraud on the purchaser. 
The law contains broad exemptions similar to those in the Uniform Act. In Vir- 
ginia registration is required but the exemptions are also extensive. Registration 
may be denied for reasons relating to soundness of the business as well as for fraud. 
Washington requires the filing of an application for a permit but compliance is 
generally not burdensome. The permit must be issued if the issuer’s business is 
fair, just and equitable and the securities and method of issuing and disposing of 
them are not fraudulent. Washington also has a specific statute covering metal- 
liferous mining securities. The West Virginia statute follows somewhat the Uniform 
Act but is more restrictive. There is no provision for registration by notification 
and the commissioner may impose such conditions on the sale of securities as he 
deems necessary. The powers to deny or revoke registration are broad. 

The costs of qualification of securities under state laws do not approach those 
of federal registration. Statutory fees vary widely but many states follow the pat- 
tern of the Uniform Act in requiring a fee of one-twentieth of one percent, with a 
minimum of around $10 and maximum of $100, for securities registered by noti- 
fication and one-tenth of one percent, with a minimum of $20 and maximum of 
$200 for securities registered by qualification. 

Statistics released by the S. E. C. indicate that the costs of state qualification are 
not tremendously burdensome. In the study covering preferred and common stock 
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issues registered under the Securities Act during the period from January 1, 1938 
to June 30, 1944 the cost of state qualification of equity securities was shown to be 
around 0.17 percent of gross proceeds for companies with assets under $1,000,000 
included in the survey.°® Cost for preferred stock of such companies was 0.14 per- 
cent and for common stock 0.17 percent.’ For companies with assets between 
$1,000,000 and $5,000,000 state qualification costs were: all equity securities, 0.12 per- 
cent, preferred stock, 0.08 percent and common stock, 0.14 percent.*® 

The degree of enforcement of state security laws varies widely among the states. 
In some the statutes are strictly applied while in others enforcement is nominal. 
The extent of the burden on small business financing in many instances turns upon 
this consideration. 

On the whole it can be said that state security regulation does not seriously 
impede the financing of small business. If this were not so there would never have 
been the development of small enterprise to the extent that it exists today. In the 
more than thirty years that state securities laws have been in existence they have 
been found to be workable and desirable and not unduly restrictive on the efforts 
of small businesses to obtain needed capital. 


SUMMARY AND CONCLUSION 


The problem of the restrictive effect of security regulation on small business 
financing is one relating mainly to the federal law. While the complaints of small 
business have been exaggerated and the burdens have sometimes been more imag- 
inary than real, there is no doubt that in many instances the financing of small enter- 
prises has been impeded by the registration requirements of the Securities Act. 


An important step toward solution of the problem has been the amendment of 
the statute to permit exemptions for issues up to $300,000. Experience under the 
enlarged exemption will demonstrate whether, in the process of accommodating 
the interests of the businessman to those of the investor, it will be desirable to 
amend the law further to remove unnecessary obstructions to small financings. 

°8S. E. C. Statistical Series Release No. 744 (1944) Table 4. 


°" Ibid. 
°° Ibid. 











FINANCING THE ACQUISITION OF SURPLUS 
PLANTS AND GOODS 


Davip L. PopEti* 


INTRODUCTION 

It has apparently become quite fashionable in certain circles indiscriminately to 
condemn the Surplus Property Act’ as cumbersome, visionary and impractical. 
Certain industrialists, publicists, and even some government officials, have gone so 
far as to ridicule what they describe as its high-sounding objectives, impossible pro- 
visions for priorities and preferences, and unbusinesslike approach to the whole 
problem. Some pamphleteers have pointed to alleged scandals and laid them at 
the door of the Congress with the refrain, “I told you so.” 

To many of these critics the disposal of government surplus is simply a business 
proposition. Their formula is clear-cut and direct. Sell your surplus at the high- 
est possible market price and whatever threatens to glut the market, load into sur- 
plus bottoms, choose a desirable and secluded spot somewhere in mid-ocean, and 
give it quiet burial. The probability is that few of these critics have bothered about 
reading the Act, and still fewer about giving that law the consideration and study 


it deserves. 

The truth of the matter is that scarcely any sales have as yet been made under 
the provisions of the Act. The Surplus Property Board created by the Act has but 
recently begun to function and at this writing has issued its first three or four 
regulations” which relate to (1) designation of disposal agencies and their reporting 


* A.B., 1905, LL.B., 1907, Columbia University. In law practice, New York City, 1907-1942. Re- 
tired from private practice 1942. At various times Special Assistant to the Attorney General in Anti- 
Trust activities. Became General Counsel of Smaller War Plants Corporation in 1944. Member: Amer- 
ican Bar Association, New York State and County Lawyers Association, Trade and Commerce Bar 
Association. Contributor to legal periodicals. 

158 Srat. 766, 50 U. S. C. A. App. (1944) §1611 ef seq. 

*Surplus Property Board Regulation No. 1, 10 Fep. Rec. 3764 (1945), as amended 10 id. 4356 
(1945); Regulation No. 2, 10 id. 5108 (1945). See also Temporary Regulation A, relative to foreign 
disposal, 10 id. 2129 (1945). During the lapse of time since this article was originally drafted and 
galley proofs (May-July, 1945), the Board issued a series of regulations dealing with the following sub- 
jects: Dispositions of Surplus Property in Rural Areas and to Farmers; Disposal of Surplus Aeronautical 
Property to Educational Institutions for Non-Flight Use; Surplus Non-Industrial Real Property; Sale of 
Government-owned Plant Equipment in Contractor’s Plants; Preferences for Veterans; Foreign Disposal; 
and Contractor Inventory and Disposals by Owning Agencies. SPB Regulations Nos. 3 to 9, inclusive: 
10 F.R. 5325; 5460, 5603, 6785; 6252, 7500; 6309, 6981; 6519; 7118; 7413 (1945). 

These regulations carry out fundamental objectives of the Act and in doing so, indicate that the 
approved policies of the Board follow along these lines: facilitation of acquisition by farmers of surplus 
equipment suitable for farm use, particularly trucks, machinery and equipment, whenever shortages 
threaten farm production; transfers of aeronautical equipment for non-flight use to benefit students in 
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procedures; (2) foreign disposal; and (3) priorities of government agencies and 
state or local governments. Hundreds of millions of dollars worth of surplus had 
been disposed of under the regulations adopted by the Surplus Property Adminis- 
trator long before there was any Surplus Property Act.* In addition, the Services 
have sold large quantities of termination inventory, scrap and salvage running into 
many millions of dollars. In this initial period of operation under Executive Order 
of the President, a practical, successful businessman was the Administrator, who 
added to his wide experience and unquestioned competence an earnest desire to 
do a thorough and creditable job of surplus disposal. 

The Congress, emphasizing the far-reaching social-economic implications, de- 
clared them to be paramount, and charted a course which, if properly pursued by 
the Board, should convert a challenge into an opportunity and an opportunity into 
a national boon beneficial to all our people, particularly during the reconstruction 
period. It did not wish to repeat the mistakes and experience of the last war. 


SurpLus 1n Wortp War I 


Congress did not make adequate studies or provide any planned approach to 
the problem of surplus property disposal either during or at the end of World 
War I. In his annual report for 1920, the Secretary of War stated that “nowhere 
in the world at any time” had there been a commercial problem “comparable in 
extent or intricacy.” Between 1918 and 1926, approximately 6 billion dollars of 


non-profit educational institutions by stimulating aeronautical interest and knowledge; disposition of 
surplus real property, exclusive of industrial real property, airports, harbors, shipyards, port terminals, 
and power transmission lines, with emphasis on priorities set forth in the Act; promotion of effective 
distribution of Government-owned equipment in possession of Government contractors by favoring reten- 
tion by such contractors, whether large or small. SWPC designated as agent for sales to veterans on 
top priority basis up to $2,500; re-importation of foreign surplus prohibited; and notice of competitive 
sales of contractor inventory by publication in newspapers of general circulation to promote speedy and 
equitable disposition. 

* The Surplus Property Act was approved on October 3, 1944. The Surplus War Property Admin- 
istrator previously set up by Executive Order 9425, 9 Fep. Rec. 2071 (1944), was to be superseded, 
under the provisions of the War Mobilization and Reconversion Act after two members of the Surplus 
Property Board had taken office. 58 Stat. 785, 50 U. S. C. A. App. (1944) §1651(b). One member, 
Governor Robert A. Hurley, took office on December 22, 1944. The second member, Col. Edward H. 
Heller, took office on January 2, 1945. The first Chairman, Senator Guy M. Gillette, took office on Jan- 
uary 19, 1945. While some provisions of the Act became immediately effective, certain others required 
implementation in the form of new regulations to replace those carried over from the Surplus War 
Property Administrator. Between February 19, 1944, and December 16, 1944, the Surplus War Property 
Administrator, appointed by the President, sold surplus pursuant to Executive Order 9425 and regulations 
issued thereunder. For a report on total disposals by Federal agencies (involving property with a cost 
or appraised value of 519 million dollars) during the first seven months of operation under SWPA 
Regulation No. 1, June-December 1944, see SPB, MonTHLY Procress Report, Dec. 1944 (dated Jan. 31, 
1945). 

For an official announcement as to the effect of the Surplus Property Act upon continuance of exist- 
ing procedures and operations pending appointment of Surplus Property Board and issuance of regula- 
tions by it, see Joinr StaTEMENT, Nov. 15, 1944, by the heads of the principal government agencies 
concerned with disposal of surplus property (War Department, Navy Department, Treasury Department, 
Maritime Commission, RFC, FEA, WFA, and SWPA). 

“See Disposal oF SurPLus War MATERIALS: Poricies AND ProcepurEs, 1918-1926 (study prepared 
by the Bureau of Labor Statistics), Senate Subcommittee Print No. 7, 78th Cong., 2d Sess. (Sept. 25, 
1944), the same being a “Report of the Senate Military Affairs War Contracts Subcommittee, pursuant 
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surplus materials and facilities were sold in this country and abroad. The recovery 
percentage (i.e., ratio of selling price to cost value) for property sold in the United 
States averaged one-third of its cost. 

Legislation vested plenary surplus disposal powers in the President who, in turn, 
delegated authority to heads of executive departments as he deemed expedient. At 
first, surplus property disposition was conceived as primarily the function of the 
War Department. Widespread public complaints and charges arose against the 
lack of coordination in declaring surpluses, holding consumers’ goods off the mar- 
ket, failing to make inter-agency transfers of necessary equipment, unconscionable 
profits of middlemen, and other objectionable phenomena generated by chaotic gov- 
ernment control and haphazard handling of a vital problem. Congressional inves- 
tigations followed which revealed shortcomings of administration. An attempt at 
patchwork legislation gradually evolved. 


By November, 1923, fifty-seven different laws had been enacted authorizing dis- 
position of surplus property. During the fifteen-month period following February, 
1919, eleven acts were approved providing for transfer of general and special mate- 
rials from the War Department to other agencies. Recognition of the need for an 
integrated procedure, coordinated with declared over-all social and economic ob- 
jectives, was significantly lacking in these statutes. The problem was viewed from 
a purely commonplace standpoint dictated by the mere necessity of getting the 
job done—without striving for such goals as protecting the competitive opportunity 
of small enterprise, curbing the effects of monopoly, or facilitating an organized, 
well-balanced transition into the reconversion and postwar period. Every effort 
was made to consummate cash sales. Legislation did not exist authorizing financial 
assistance in connection with small lot or other purchases by veterans, medium- 
sized concerns, or farmers, either by government loans, guarantees, leases, long-term 
credits, or other means. Small business was left to shift for itself. It did not have 
a legislatively designated and empowered representative. 

Improvisation characterized this planless era of surplus disposal, which even 
included random experiment with direct government selling through seventy-seven 
retail stores operated by the Quartermaster. Attempts at more centralized control 
resulted eventually in the creation of such bureaus and functionaries as the Director 
of Sales, Surplus Property Division, and Surplus Property Committee, which were 
succeeded by the Office of Chief Coordinator, with a Liquidation Section and Aides 
for Liquidation, and finally by the Federal Liquidation Board which continued in 
existence until 1929.° 


to S. Res. 198.” Pages 1 to 7 summarize the history of surplus property administration from 1918 to 
1926. Pages 109 to 118 set forth complete statistics on disposal sales with a full breakdown according 
to categories. 

*See statement of Wendell Berge, Assistant Attorney General. of the United States, on April 25, 
1945 before the Senate Small Business Subcommittee on Surplus Property on disposal of machine tools 
after World War I. 
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Osyjectives oF SurpLus Property Acr oF 1944 


In contrast to this groping along without discernible social purpose, the Surplus 
Property Act of 1944 represents a carefully designed piece of legislation into whose 
fabric important principles of national policy have been prudently woven. While 
the Act may be far from perfect, some of its primary objectives, as distinguished 
from the cold “businesslike” approach, strike at social evils universally recognized, 
and point the way to methods of disposal which, always subject to proper admin- 
istration, will tend to preserve the American way of life. 

They may be stated as follows: 

(1) A mandate to avoid hoarding, concentration of scarce goods in the hands 
of a few, and monopolization. 

(2) To afford the ten million or more veterans an opportunity to re-establish 
themselves in business, agriculture or professional enterprises. 

(3) To ban speculation and speculators who render no useful service. 

(4) To secure wide and equitable distribution of property that is in scarce supply. 

(5) To foster the development of new, independent enterprises. 

(6) To foster and develop postwar employment opportunities, as well as foreign 
markets. 

(7) To develop family-type farming. 

(8) To strengthen and preserve the competitive position of small business. 

(9) To utilize normal channels of trade and commerce—consistently, however, 
with the promotion of the general objectives of the Act, and without discrimination 
against new enterprises. 

The last provision in the Act’s declaration of objectives is rather significant: 
“Except as otherwise provided, to obtain for the Government, as nearly as possible, 
the fair value of surplus property upon its disposition.”® 


SMALL Business 


Operations thus far under the Act have been limited in volume but a case in 
point may already be cited as illustrative of the approach of the Board. 

A medium-sized manufacturer desired to acquire a small surplus plant in a mid- 
western city, particularly suitable to his needs. In his effort to purchase the prop- 
erty, he found himself in competition with a nationally-known institution domi- 
nant in its industry. His initial bid was $221,000, which was in excess of cost or 
appraised value. Bidding was lively, and the larger institution offered as high as 
$230,000. The small manufacturer declared he would meet that top price, but that 
he was convinced that his competitor was determined to secure the property and 
prepared to outbid any figure he might offer. 

Here was an opportunity for an efficient, businesslike administrator to capitalize 
on the contest and enrich the government with additional profits. However, the 
Smaller War Plants Corporation presented the situation to members of the Surplus 


* Sec. 2(t) of the Act, 58 Star. 766, 50 U. S. C. A. App. (1944) §1611(t). 
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Property Board, who, acting in the spirit of the law, advised that the disposal agency 
make the sale to the smaller manufacturer at the price of $230,000. 

It may reasonably be expected that in the attempted sale and disposal of about 
fifteen billion dollars worth of plants, large and small, situations of this type will 
frequently present themselves. The position taken by the Board was nothing more 
or less than a tangible expression of the spirit of the surplus law.” 

An entire section of the law is devoted to the protection of the interests of small 
business enterprises (Section 18). The Board is directed to devise means for pre- 
venting discrimination against small business in the distribution of surplus. The 
Smaller War Plants Corporation is required to make nation-wide surveys, consult 
with small business as to their needs, report to the disposal agencies, and, where 
necessary, in cooperation with them, arrange for sales on a time or credit basis, 
The Corporation is also authorized to purchase out of surplus for purposes of resale 
to small business. In the exercise of that authority, it can purchase on the same 
priority basis as a Federal agency buying for its own use. Finally, and perhaps 
most important, it is empowered to finance “the acquisition, conversion and opera- 
tion of plants and facilities which have been determined to be surplus property” 
[Section 18(f) ].’ 

PRIORITIES AND PREFERENCES 


Perhaps the favorite target for critics of the Act is to be found in the provisions 
for priorities.2 The charge is made that they render the Act unworkable. They 
object that special consideration is being extended to (a) Federal agencies; (b) 
state, local and non-profit institutions; (c) veterans; (d) small business; (e) family- 
type farmers; and (f) prior owners of real property requisitioned by the government. 

It scarcely requires argument to justify the special considerations extended in 
each of the above categories. Indeed, no attempt is made even by the most out- 
spoken of the critics to argue the contrary. Few would deny the right of the re- 
turning veteran to a preference. For a Federal agency not to be allowed first call 
on surplus property would be comparable to an individual who performs the idle 


** The Board’s statement of official policy, issued on July 4, 1945, in regard to disposition of 
Government-owned plants to small concerns, gave unequivocal recognition to the desirability of en- 
couraging their expansion as a part of our system of free competitive enterprise. It declared: “The 
Surplus Property Act of 1944 requires the Board to obtain fair value for surplus property rather than 
the highest price obtainable. It is the policy of the Board that insofar as possible Government-owned 
plants, and especially medium-sized and small plants, be sold or leased to local and small rather than 
national and large concerns. . . . The disposal agency should accept an offer from a responsible local 
group with adequate working capital and know-how, even if extended credit over a period of years up 
to 90 percent of the purchase price is necessary, rather than an equal cash offer from a... a group 
which would tend to concentrate economic power. [The disposal agency] should also, in consultation 
with the Board, seriously weigh lower offers . . . eminating from local groups if it appears that the 
American system of free competitive enterprise will benefit thereby. It should be especially vigilant 
against accepting offers which may result in the closing of plants by purchasers who would wish to 
prevent healthy competition.” 

750 U. S.C. A. App. (1944) §1627(f). 

* Sections 12, 13, 16, 17, 18 and 23(g) of the Surplus Property Act, 50 U. S. C. A. App. (1944) 
§§1621, 1622, 1625, 1626, 1627, 1632(g). 
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and costly ceremony of selling the very article he requires, only to repurchase it 
later for his own use at a higher price. 

Who would deny a hospital, public school or similar institution the right to 
acquire urgently needed articles which are short in supply, and perhaps cannot be 
acquired in the public market? 

Who would deny the prior owner of lands or buildings which have been taken 
from him by eminent domain under the pressures of war, when he is eager to 
reacquire them, at fair prices, on termination of hostilities? 

Certainly we should not favor the disposal of surplus lands in huge bulk, pos- 
sibly to speculators, as against a policy of satisfying a widespread demand for sales 
to individual farmers who will themselves operate those farms. 

Finally, in connection with such special consideration as is extended to small 
business, there is this to remember—most of our giant institutions operating gov- 
ernment plants and equipment have protected themselves by securing options to 
purchase. They have first call to acquire what, at least for a time, will be critically 
scarce materials, implements, and even plants themselves. It is unnecessary here 
to mention the numerous other advantages which an institution, dominant in its 
industry, has enjoyed in the war period. A painful reminder, indeed, is the dis- 
closure made in the first year of the war that fifty of our giant industrial concerns 
had been awarded 76 percent of the war contracts in dollar volume. We are often 
reminded that in two years of the war there were over a half million unlisted cas- 
ualties among small business concerns, all of which had impelled the Congress first 
to create the SWPC,® and thereafter, to constitute that corporation as the guardian 
of small business interests.1° The stated objectives of the Act would indeed have 
been empty, high-sounding phrases if they had not been implemented by these 
specific provisions giving special consideration to those categories.’ 

° The Smaller War Plants Corporation was created by the Small Business Mobilization Act, June 11, 
1942. 56 Srat. 351, 50 U. S. C. A. App. (1944) §1104, with power (1) to assist and finance small 
business concerns engaged in war and essential civilian production, either by loans and guarantees or 
leases of machinery and equipment; and (2) to certify to government procurement agencies as to the 
competency of qualified smaller plants as prime or subcontractors, or to take a direct government prime 
contract itself for the purpose of spreading subcontracts among smaller plants. The legislative history 
indicates that Congress clearly recognized that the concentrated distribution of procurement contracts 
during the first year and a half of the present war illustrated a pressing need for a separate government 
agency to represent smaller concerns. See Hearings before subcommittee of Committee on Banking and 
Currency on S. 2250, 77th Cong., 2d Sess. (1942) parts 1 and 2, passim; (H. R.) Hearings before the 
Committee on Banking and Currency on S. 2250 and H. R. 6975, 77th Cong., 2d Sess. (1942) passim; 
H. R. Rep. No. 2131, 77th Cong., 2d Sess. (1942). 

*°In addition to the functions granted it by the Surplus Property Act, SWPC became the legislatively 
designated representative of small business under related reconversion statutes, e.g., see Sections 3(g), 
5, 20(g), and 21(b) of the Contract Settlement Act of 1944, approved July 1, 1944, 58 Stat. 649, 41 
U. S. C. A. (Supp. 1944) §101 et seq., and Sections 204 and 601 of the War Mobilization and Recon- 
version Act of 1944, approved October 3, 1944, 58 Stat. 785, 50 U. S. C. A. (1944) §1651 et seq. Both 
Sen. Rep. No. 1057, 78th Cong., 2d Sess. (Aug. 22, 1944) 9-10 and H. R. Rep. 1890, 78th Cong., 2d 
Sess. (Sept. 14, 1944) 26-27, App. (the Senate and Conference Reports on the Surplus Property Bill), 
deal pointedly with the subject of small business. 

4 The Third Report of the Attorney General (dated April 24, 1945) to the Congress, pursuant to 


Section 205 of the War Mobilization and Reconversion Act of 1944 (Dep’t of Justice, Advance Release, 
12:00 noon, April 24, 1945) contains an able presentation of the underlying objectives of the Surplus 
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But it is said they render the Act unworkable. To jump to a conclusion of that 
character—even before the Board has had a chance to draft the necessary regula- 
tions and has tested them in practice, before there has been anything approaching a 
fair trial—certainly does not do credit to the ability, or capacity, or competency of 
the disposal agencies, the Surplus Property Board, or any of the government instru- 
mentalities involved in disposal. 

These preferences or priorities are to be made applicable to a diverse variety of 
real and personal property, in most cases peculiarly adaptable to one or the other 
of the various categories. The farmer will want to buy land and agricultural im- 
plements. The small business concern will require raw materials, and machinery 
and equipment. The requirements of the veteran will vary with the particular 
business, profession or occupation in which he engages. 

In these days of scarcity, it is simple justice to pursue a policy of the widest 
possible distribution, and if there is not enough to satisfy all demands, let those 
that are clearly entitled to it receive special consideration. ‘These priorities and 
preferences can only be of value when the supply is short. The likelihood is that 
at least until V-J Day, and possibly for several months thereafter, there will be an 
insufficient supply of innumerable commodities to satisfy all demands. We are 
far from the stage where we need be concerned about glutting any markets, except 
possibly in aircraft and certain war products. 


Financinc AcgQulisiITION OF SuRPLUS GENERALLY 


Facilities for financing the acquisition of surplus vary to some extent with the 
type of goods or property sought to be acquired. Under the Small Business Mobi- 
lization Act of 1942, SWPC was granted broad authority for financing the con- 
struction and acquisition of plants, machinery, equipment, materials and supplies 
for the manufacture of articles to be used for war or essential civilian purposes.” 
No authority was given to make loans or guarantees for those engaged in the fields 
of service or distribution, or any profession or other occupation not falling within 
the category of production. The Surplus Property Act has granted authority to 
make loans and guarantees to small business concerns engaged in any field of activ- 
ity in order to facilitate their acquisition of surplus property. 

In the case of plants and facilities, i.e., capital and durable goods, the authority 
to finance is about as broad as it could be written. The language of the Act author- 


Property Act. It declared: “It is significant that both the Surplus Property Act and the War Mobilization 
and Reconversion Act express, emphatically and repeatedly, a freely competitive, anti-monopolistic, and 
pro-small business philosophy (p. 15).” “The Surplus Property Act shows a clear realization that the 
disposal of surplus property involves much more than merely an attempt to get the best price for the 
Government or to sell the property to the highest bidder. Most of the ‘objectives’ found in the Act 
are not in terms of original cost, or any regulated discount on cost, but in terms of full utilization in 
order to provide maximum employment and economic opportunity. The property to be sold could well 
be called opportunity rather than surplus property. It will become surplus only when American re- 
sourcefulness fails to find for it a constructive peacetime use” (p. 20). 

12 For legislative history pertaining to the creation of Smaller War Plants Corporation, see citations 
supra, note 9. 








pl 
to 
rey 
an 
an 














FINANCING THE AcQUISITION OF SuRPLUs PLANTs AND Goops 327 


izes SWPC “to make or guarantee loans to small business enterprises in connection 
with the acquisition, conversion and operation of plants and facilities which have 
been determined to be surplus property.” 

With respect to consumer goods, the Corporation is authorized “in cooperation 
with the disposal agencies, to arrange for sales of surplus property to small business 
concerns on credit or time bases.” 

As to all surplus property, SWPC is authorized to purchase out of surplus for 
purposes of resale to small business concerns and, if necessary, to exercise its priority 
as a Federal agency for the acquisition of this surplus as though it were buying for 
its Own use. 

Representatives of SWPC, having in mind the history of the Act, have stated re- 
peatedly, both as a matter of record before legislative committees, as well as on other 
occasions, that it is neither the intention nor desire of the Corporation to go into 
the surplus business as such. Translated into operation, this declaration means 
that, except where it is unavoidable, the Corporation will not indulge in storage or 
stockpiling or merchandising. Its primary aim will be to make certain that small 
business concerns have a fair opportunity to acquire surplus materials in the fol- 
lowing order of importance: 

(1) Machinery and machine tools. 

(2) Raw materials necessary for the conduct of their business. 

(3) Plants and facilities, either jointly as part owners and operators, or as indi- 
vidual lessees, or as part of a group for multiple tenancy. 

(4) Such other consumer goods as may be required in the conduct of their 
business. 

The Corporation is likewise planning to furnish its financial and other facilities 
to satisfy the requirements of veterans. 


Durasite Goons 


Inquiries of the Corporation have disclosed that the vast majority of small plants 
of the nation are operating with machinery and equipment which is anywhere from 
15 to 30 years old, the greatest portion of it rendered obsolete by modern improve- 
ments and inventions, especially during the war period. Renovation of these plants 
will result in increased efficiency of production, reduced expense of operation, better 
service to the public, better production, and decreased hazard to the employees. 
From the point of view of strengthening small business and preserving its com- 
petitive position, one of the prime declared objectives of the Surplus Property. Act, 
it would be difficult to conceive of a more urgently needed service. 

Since the Act does not limit SWPC’s authority to facilitate acquisition of sur- 
plus property only to those engaged in production, such a service would redound 
to the benefit of some 630,000 service establishments including garages, laundries, 
repair shops and the like. The distributor would be equally free to acquire better 
and improved types of machines. Likewise, the veteran who desires to undertake 
any profession or business would be able to secure the necessary equipment. 
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To facilitate this process of re-equipment and modernization of the production, 
service and other industries, the Surplus Property Act has specifically provided that 
SWPC may accept in partial payment the old equipment being replaced. 

Financing of these purchases may take the form of (a) a sale by the disposal 
agency on a credit or time basis; (b) an outright loan by SWPC at a 4 percent 
interest rate to be repaid in installments within a period not exceeding five years; 
(c) a purchase by SWPC with a resale on a time or credit basis; and (d) a leasing 
arrangement for a period of years at a stated rental. 

Within the past two and a half years, SWPC has financed the acquisition of 
machinery for war or essential civilian production running into many millions of 
dollars. The Corporation therefore has the necessary field and national office set-up 
and experience for making loans and leases of machinery and equipment to small 
concerns.’® 

A preliminary survey indicates a wide and active demand for machine tools and 
other equipment. Despite the outstanding options running to our leading business 
institutions and covering all types of machinery and equipment, it is expected that 
in the course of time there will be more than an ample supply in surplus to satisfy 
the requirements of small plants. Financing these acquisitions should present little 
difficulty. 

It is exceedingly important, however, that small businessmen exercise sound 
judgment in determining the type of machine they can best utilize, and make that 
requirement known so that the item may be speedily located in surplus. 


ConsuMER Goops 


The hypothecation of consumer goods to support financing of their acquisition 
presents a real difficulty. Since local laws governing hypothecation of consumer or 
movable goods may vary in the several states and frequently prohibit the pledging 
of an effective lien, other techniques will have to be developed ‘to protect the gov- 
ernment’s credit advances. Warehouse and trust receipts may be of value in cer- 
tain jurisdictions, but in the last analysis, some reasonably adequate collateral will 
have to be supplied to warrant the credit risk of government funds, or the applicant 
be required to show a reasonable credit status. Government loans to acquire con- 
sumer goods for personal use would scarcely be justified. Government loans to 
replenish the stock of a wholesaler or retailer might, in certain exceptional situa- 
tions, be proper where the financial condition of the purchaser furnishes reasonable 
assurance of repayment, or he can otherwise demonstrate that he is a reliable credit 
risk. Greater liberality might well be exercised in setting up a veteran in business. 

Experience of the Corporation has shown that it is eminently desirable to con- 
duct financing operations through the medium of a local bank which can service 


43In his statement on April 27, 1945, before the Senate Small Business Subcommittee on Surplus 
Property, on the problem of machine tool disposal, Maury Maverick, Chairman of SWPC, declared that 
the Corporation had made loans and leases of machinery and machine tools to smaller war plants 


aggregating $34,800,000. 
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the loan for a reasonable compensation and be guaranteed by the government agency 
to the extent that the bank desires, its compensation being inversely proportional to 
the percentage of guarantee. Maximum interest rates should not exceed 4 percent. 

Automotive equipment, trucks, automobiles, jeeps and peeps already have estab- 
lished methods of financing which may readily be applied by any government agency 
(without the oft-times excessive interest and other charges)—all of which will not 
only aid in the widest possible distribution, but also place acquisition within reach 
of the farmer, veteran, and small businessman. 

Private financing should at all times be encouraged, perhaps with government 
guarantees, provided that the interest and other charges are kept within reason. 


GovERNMENT War PLanTs AND FACILITIES 


If the fundamental objectives of the Surplus Property Act are to be attained, 
the problems besetting the disposal of government war plants will center more in 
the social-economic sphere than in the field of financing. Strange as it may seem, 
financing probably presents the least difficulty, especially in the light of the magni- 
tude and complexities of the other problems. 

Prior to the war, the appraised value of all the plants of the country was roughly 
about 23 billion dollars. Since 1939, the government has invested between 15 to 17 
billions of dollars in actual cost of plant facilities and equipment. These figures do 
not include private expansion and private construction. 

It may be fairly inferred, even allowing for differentials in building costs and 
the quality and character of new structures, that plant capacity, including equip- 
ment, in this country has doubled since 1939. Estimates place the total floor space 
of these new structures at approximately 430 million square feet—equivalent to 
10,000 acres. More than half of this area is accounted for by plants having one 
million square feet and over. 

A recent SWPC survey’ presented the following summary of plants by area 
classes: 


GovERNMENT-OwNneED INbusTRIAL FaciLit1Es ExpANSION SUMMARY 
oF PLants By AREA CLASSES 














Million 
Sq. Ft. Percent Percent 
Area, Total No. Total 
Area in Sq. Ft. Bldgs. Area Plants Plants 
ei cthie we cw ed yes + aipae 11.4 sy 504 37-6 
SID iva c6 saves «se Kaew enivn 13.4 3.1 179 13.4 
100,000-500,000 ............00eeeees 101.6 23.8 439 32.8 
GOOMOT-TMOOOO0 ............ 2 seas 70.9 16.6 102 76 
EUS 00 GRE OVET ............5..5. 229.5 53.8 115 8.6 
PN akties eisdns Aas 426.8 100.0 1,339 100.0 


**MuLtipLe INpustRIAL TENANCY, a study prepared by the Office of Reconversion, Smaller War 
Plants Corporation, October 23, 1944. 
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Approximately one-half the number of plants are within the area class of 100,000 
square feet or under. They comprise, however, less than 6 percent of the total 
plant area. If we go as high as the 500,000 area class, namely, plants about 500’ x 
1,000 in dimension, we reach over 1,100 plants representing nearly 30 percent of 
the total floor area. These plants for the most part are located in the vicinity of 
populous communities and the larger cities. 

Proper treatment of the plant disposal problem would seem to suggest a broad 
division into two categories: (1) those whose size and area space hold forth some 
promise of normal commercial utilization; and (2) those of enormous size, scarcely 
suitable for any firms except those of the first magnitude. The dividing lines have 
been variously drawn, some at the 500,000 square feet area, and others at the 1,000,000 
square feet area. The latter would embrace a plant of 1,000’ x 1,000’. 

Because of the lag in construction during the war period for civilian commercial 
use, and the accumulated demand, there would seem to be a fair prospect that 
normal-sized plants will lend themselves to disposal by lease or sale. The real diffi- 
culty arises in the limited demand for huge establishments with an area space com- 
prising millions of square feet, usually of single-story construction, designed and 
built for a specific war purpose at high cost. 

The Attorney General, in a recent report to the Congress, has urged the ad- 
visability of disposing of such plants by lease rather than by sale.’ The interested 
parties will then have an opportunity to determine realistically the possibilities for 
adequate utilization and value for peacetime production, and at the same time the 
plants will not stay idle. 

Such a policy, however, is not always an unalloyed blessing. In the case of huge- 
sized plants, tenants can scarcely be ousted on short notice and the government can 
ill afford to brush aside an opportunity for a ready sale either to a group for pur- 
poses of multiple tenancy, or to a growing young entrepreneur who shows promise 
of probable success in his competitive enterprise. Then, too, a lease is apt to tie up 
the property for a period of several years—with the possibility that existing backlog 
of demand for space may well be dissolved and conditions so subtsantially changed 
that neither the local community, lessee, nor prospective purchasers would longer 
be interested. 

These over-sized plants, as a group, scarcely lend themselves to the formulation 
of rigid policy. Each is in a different locality, of different shape and dimension, 
constructed for its own specific purpose, has varying amounts of usable space, and 
as a piece of real estate, is subject to the peculiar local conditions prevailing in the 
plant-site region. Each is a prima donna in its own right. While, in the one case, 
a leasing arrangement would appear to be most desirable, in the other an outright 
sale may be much the wiser course. Having in mind the social value as paramount, 
there should certainly be no rigidity in price formula, or for that matter in any of 


*5 Third Report of the Attorney General, supra note 11, at 22-24. 
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the essential terms and conditions of sale, especially in amortization or interest rate. 
A basic essential is flexibility. 

It must be borne in mind also, that under the Surplus Property Act the Armed 
Services have the right to determine which plants shall be reserved for their own 
use. That fact, however, need not delay early negotiations looking toward ulti- 
mate disposition. Agreements for that purpose, subject to conditions, can be en- 
tered into and Defense Plant Corporation (a subsidiary of RFC charged by the 
Board with responsibility for plant disposal) has approximately 200 such negotia- 
tions in progress. The only danger inherent in such procedure is the preference 
that would ensue to the occupant. The right of outsiders to bid should be carefully 
preserved and safeguarded. 

Under the Act the government is at least as much concerned with proper utiliza- 
tion, increased production, maximum employment, and other social-economic oppor- 
tunities, as it is with price and terms of sale. It certainly will serve no useful public 
purpose to install an entrepreneur in one of these plants if a reasonable prospect of 
successful operation is nowhere in sight, even though the government may recover 
its full cost. Nor should government property be sacrificed solely because of the 
probability of successful operation by a private entrepreneur. Since the government 
is the owner and vendor, the burden of maintenance, operation and amortization 
of purchase price can be adjusted so that the enterprise will have a reasonable op- 
portunity for success, and if successful, the government will not only provide a 
continuing source of employment but afford itself a sound prospect of fair recovery. 


MetuHops oF Piant DisposaL 


Interesting studies have been made of different methods of disposal which, if 
successful, should inure to the public benefit. These would include: 


(A) Direct sale to a small business concern of a normal-sized plant on the basis 
of long-term amortization and a low interest rate. In order that current costs of 
operation shall not hamper prospects of a successful enterprise, both amortization 
and interest may be graduated, and also be made dependent on favorable progress 
of the entrepreneur. ; 

(B) Joint ownership by members of a group interested in a particular business 
or industry who contribute their respective shares to the acquisition. They may 
avail themselves of cooperative economies, utilize common facilities and services— 
such as research laboratories, shipping and freight facilities, power, light and heat, 
and even common ‘purchasing and distributing—the process being comparable to 
cooperative apartment ownership or tenancy."® 

(C) Multiple tenancy programs, where private individuals, or a corporation, 
make the purchase and lease space to individual tenants, much in the style of the 
Amoskeag or Bush Terminal enterprises.’” 


26 See Francis Chilson, Reconversion (Oct. 1944) Druc anp Cosmetic INpustRY. 
27 MuLTIPLE INDUSTRIAL TENANCY, supra note 14, at 4, 5. 
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The joint or group effort, whether in one form or another, offers several advan- 
tages for effecting economies and increasing efficiency of production and public 
service. The larger the plant, the greater the flexibility for expansion or adequate 
adjustment. 

Government financing may follow one of several courses: 


(1) The disposal agency (RFC in the case of industrial plants) may adjust the terms 
and conditions of sale with a view to successful operation, in which case long- 
term credit factors and low interest rates would be of inestimable value; or 


(2) SWPC may acquire the plant and facilities for resale, in which event it is author- 
ized to make loans and guarantees to facilitate not only acquisition but conver- 
sion and even operation of the property [Section 18(f)]; or 

(3) SWPC actually finance acquisition from the disposal agency, and then conversion 
and operation; or 


(4) Private banking or security financing which, under the Surplus Property Act 
might be coupled with a guarantee either from RFC or SWPC. 


Regardless of the financing techniques found most appropriate in the particular 
case, it is essential that selling price be viewed realistically in terms of actual values 
represented by the properties. Here again flexibility is of the essence. Rigid for- 
mulas resting upon original cost or reproduction cost, or actual usable value deter- 
mined by usable space available, or rental conditions of the local market, can scarcely 
be indulged or adopted as generally applicable to all sales of over-sized plants. Prob- 
ably all of these standards plus several others, including the social-economic values 
of the enterprise, will have to be seriously considered and very largely determined 
by a process of negotiation. 


CoNcLUSION 


The over-all job of surplus property disposition is of such magnitude, presents 
so many diverse and complex problems, that success can hardly be expected, even 
allowing for the utmost effort on the part of government, without the active co- 
operation and initiative of the average American businessman and the local com- 
munities where government plants are located. 


It might be stated that facilities for financing the acquisition of surplus are 
ample. The disposal agencies have authority to make sales on credit or time bases. 
SWPC, specifically charged with guarding the interests of small business, not only 
has considerable experience and authority to finance, but the right to purchase for 
purposes of resale. Other government lending agencies can also exercise their financ- 
ing powers to assist in surplus acquisition. Finally, normal channels, such as banks 
and other lending institutions, may supply necessary financing, and if the charges 
are not excessive, can obtain at least partial guarantees by government agencies. In 
the light of this situation, it may fairly be said that financing of surplus acquisition 
is probably among the least formidable of the difficulties involved. 
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One of the primary objectives of the Act is to avoid the building of monopolies 
and further acquisition of sizable plants by dominant units of industry, a policy 
which found little opposition, or even dissent, in any quarter. This restriction 
affords an exceptional opportunity to small or medium-sized businesses for estab- 
lishment, growth, and successful operation in modern quarters at probably consid- 
erably reduced cost with the aid of government financing. 


In his last annual message to Congress on January 6, 1945, the late President 
Roosevelt mapped out a course for the postwar period looking toward full employ- 
ment and expanding individual enterprise as integral parts of the American system 
of free competitive economy. He declared: 


“We must make sure that private enterprise works as it is supposed to work—on 
the basis of initiative and vigorous competition, without the stifling presence of monop- 
olies and cartels. During the war we have guaranteed investment in enterprises essential 
to the war effort. We should also take appropriate measures in peace time to secure 
opportunities for new small enterprises and for productive business expansion for which 
finance would otherwise be unavailable.” 











FINANCIAL ADVICE AND GUIDANCE FOR SMALL 
BUSINESS 


JosepH K. Wexman* 


Nearly everyone who has had any experience with lending to the small business- 
man recognizes that the average small borrower needs improved management quite 
as much as he needs financial aid. The typical experience of financial executives is 
reflected in the following comment by G. Harvey Porter, Director of the Industrial 
Corporation of Baltimore: 


“Thirty years of experience of our corporation, dealing with hundreds of cases has con- 
vinced us that small business needs more counsel than cash. Small business will not 
agree to that. It is easier to cover up your shortcomings with new cash and to stay in 
your comfortable management rut than to correct your practices or vary your policy— 
if you can get the cash; whereas, small business can many times effect more financing 
faster with a new policy, and sometimes personnel changes, than in any other manner.” 


Many small businessmen have sensed their management limitations, have lim- 
ited their operations accordingly, taking the attitude they don’t want the headaches 
that go with business expansion. Even these could probably reduce their headaches 
within the limited sphere in which they operate by being initiated into some of 
the elementary principles of sound financial control and management. 

For those who wish to expand, the enlargement of their financial responsibility 
makes imperative a better understanding of how to meet those responsibilities. 


I 


The small businessman would be the first to admit his confusion about problems 
related to finance. He must know about prospects of the industry, general economic 
conditions, types and costs of financing, and his own costs, as well as the conditions 
he will face in respect to markets, volume of business, terms of suppliers, and pos- 
sible emergencies. In addition, a carefully considered credit policy, close control 
of inventories, controlled use of labor and other factors of production or operation 
may reduce his ultimate need for financing. 


He must be sure that his expansion means progress and not simply acceleration 


*Ph.B., 1929, University of Chicago. Research Staff, Committee for Economic Development; Treas- 
urer, Phoenix Finance Corporation; Director, Consolidated Acceptance Company; member, American 
Economic Association; member, American Academy of Political and Social Science; contributor to Finance 
periodicals. 

* From a speech before the Graduate School of Banking, American Bankers Association, at Rutgers 
University, New Brunswick, New Jersey, June 20, 1944. 
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toward failure. When he goes to borrow he will find that tke source he chooses 
looks carefully at management as an important factor in measuring security. 

Obviously, the financing of small business must, for optimum results, be inte- 
grated with advice and guidance on management and financial policy. The busi- 
nessman’s problem is where to go for help along these lines both in the discovery 
of his needs and the elimination of weaknesses in the organization of his business. 

The typical situation in which small business needs management aid as well as 
financing occurs when it is growing fast and encounters problems of administra- 
tion which are not directly concerned with the familiar functions of buying, selling, 
or production.? Such problems include: difficulties of departmentalizing; use of 
formal control data as contrasted with readily grasped daily experience; analysis of 
costs; controlling inventories; understanding the significance of budgeting to make 
the best use of all resources including funds; in short, changing from a business that 
one man keeps in his head to a more formal impersonal organization. 

Another common instance is the firm which has been declining in either profits 
or volume, or both. Somewhere along the line management is out of touch with 
reality and unable to recognize or cope with a puzzling situation. 

Whether a firm is progressing and thus pressing against its ceiling of available 
funds, or declining and in search of ways and means for overcoming weak profits 
or deficits, the problem manifests itself to the proprietor as a need for money. In 
both cases, management guidance can make the difference between failure and 
success. 

What often makes it difficult to extend financial assistance to small business is 
the failure to demonstrate that the product or service can be profitably marketed. 
The small business operator must be helped properly to present his case and show 
that study has been made along these lines. Then from the financial agencies’ point 
of view, intelligent and sympathetic screening of such applications can be made. 

In the case of businesses which show consistent profit and are well financed the 
tendency is to leave well enough alone and not seek outside management aid. The 
needed help is in policy decisions that will give direction to the firm’s day-by-day 
activities and prevent the financial position from deteriorating. Of this character 
are improving budget methods, wage incentives, investigating alternative methods 
of distribution or financing, or securing perspective on one’s own operation. 

This type of aid is not sought to any extent when cost is prohibitive, when man- 
agement is not made aware of what can be done, or where, as often happens, the 
absence of a need for funds gives no occasion for seeking advice or guidance. 

Big business despite its own large resources makes extensive use of outside aid 
provided by the advertising agency, the independent auditor, the public relations 


*In a study by the National Opinion Research Center, University of Denver, a representative sample 
of small firms in all industries was asked, “What experience or training did you have for this business?” 
Only 11.3 percent had had previous experience as owners or executives; the remainder, except for about 
15 percent which had had no experience, had had experience as an employee, salesman, apprentice, or 
some education in the line of business. It can be presumed that financial experience was limited to a 
fraction of the 11.3 percent which had indicated previous owner or executive background. 
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counsel, and others who can dispel the inertia in a big operation.2 The small busi- 
ness needs help of an equally vital nature and would find itself better equipped to 
survive and expand if it could afford the outlay for management guidance. 

The question of management aid is of particular interest during the war boom, 
when the loosest kind of management is successful in making a profit. In the firms 
established since 1939, many enterprises have arisen whose management has had 
only wartime experience. There are some manufacturers who have had no cus- 
tomer except the United States Government in their brief business career and whose 
managers have a background in production and not in financial administration. 

It has been reported that 550,000 men in the Army alone have serious intentions 
of securing their own business after the war.* Over half of the wage earners in 
Minnesota, according to a recent poll, would like to own their own business and 
are going to make some effort in that direction.° 

Small business by its very nature—the low financial requirements, easy entry, 
attractiveness to the individual—invites entrants without management experience 
while it is usually unable to contain within itself the elements of good management 
in the way of accountants, financial experts, fact finding, and so on. The influx 
of new entrants, most without experience as managers, poses a very real problem in 
aiding deserving businesses to succeed in the postwar scramble. 

Manufacturing as an industry presents greater hazards to the capital invested 
than do other business pursuits and false starts or management errors are as a rule 
more costly than the errors of judgment that pass in trade or service. (Although 
only one out of 18 small businesses is in manufacturing, one out of 6 failures 
is in manufacturing.) The importance of manufacturing in providing both direct 
and indirect employment, the preoccupation of management with production and 
engineering, and the need for greater capital in manufacturing, have focussed more 
attention on its financial problems than on those of other segments of small busi- 
ness. It is no surprise, then, that much of the discussion today that refers to finan- 
cial help and management aid to small business is actually in terms of the needs 
of the manufacturer. 

To give the newer firms as well as new business entrants an opportunity to 
secure the benefit of more mature experience and to encourage these businessmen 
to seek it, some way must be devised to provide management aid on acceptable 
terms in proper form and on a continuing basis to all small business and especially 
to the small manufacturer. 

Yet it must be kept in mind that the average small businessman is not keen 
about looking for or accepting outside management aid. He is not informed as to 


* United States industry pays $65 million per year which does not include outside lawyers, technical 
engineers, or accountants, for management aid. This is spent by healthy, not weak, companies. This 
is because the business environment has grown so large and complicated. See Doctors of Management 
(July, 1944) 30 Fortune 142. 

* Army Service Forces, Sopiers’ PLans To Own Businesses AFTER THEY LEAVE THE Army (Report 
No. B-130, Jan. 15, 1945, Information and Education Division, Hq. A. S. F.) 1. 

5 Survey by the Minnesota Poll, Minneapolis Sunday Tribune, Feb. 18, 1945. 
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the possibilities, he is usually not equipped to carry out in detail the broad recom- 
mendations of an adviser. He is suspicious of any device suggested by finance in- 
stitutions which may possibly result in loss of control; he guards jealously his 
independence of action; he may resent the inference that he does not know all about 
his business; he has inordinate self-confidence, and often would rather go without 
funds than accept outside intervention.® 

Some understanding of this aversion is to be found in the nature of the in- 
centives that led him into business in the first place. In a recent survey the Na- 
tional Opinion Research Center asked 600 representative small businessmen, “What 
is the main reason you went into business for yourself?” Personal ambition, ex- 
pressed in a desire to create or to secure prestige or to expand beyond the job as an 
employee (these motives being apart from increase in earnings) accounted for 29.4 
percent of all the answers. Dissatisfaction with job status and preference for inde- 
pendence formed the incentives for almost another third. These motivations reflect a 
laudable egotism which is not usually associated with receptivity to outside crit- 
icism or suggestion. It is of further interest that of the businessmen interviewed 
who indicated there had been factors which checked or slowed up the growth of 
their business, only slightly better than 8 percent blamed personal shortcomings. The 
war, too, because of the prosperity which has been almost universal with firms 
which carried on, has further served to increase the self-confidence of the small 
businessman. 

Any proposal to improve small business management must indicate in what 
ways and from whom aid can be made acceptable. 

Sources of Guidance. There are many ways in which small business has im- 
provised aid for itself or has been proffered financial advice and guidance in an 
informal way. Advice and guidance has always been part of the lending business. 
Bank officers have laid claim, in view of their experience with other borrowers in 
the same business, to some expertness; but getting all the facts for decision is often 
expensive and beyond the return the bank can expect from a loan. Banks find 
themselves short of the kind of talent required for competent appraisal and han- 
dling of the applicant’s problem. 

It is the practice of well-managed banks, in making loans to newcomers in 
business, to talk over the various requirements of the projected enterprise; the dis- 
cussion has often served as a screening process. They cannot take too much re- 
sponsibility, however, for steering the prospective entrant because their advice cannot 
always be good and is likely to arise to plague them. Some of the advice they gave 
in the ‘twenties embarrassed them in the depression thirties and from all indica- 
tions, they do not wish to repeat the error on any scale. An increasing recognition 


* This reluctance is illustrated by the experience of a large factoring firm in New York which re- 
cently offered management aid to small business. It felt that many small businessmen could profitably 
use management counsel and gave considerable publicity to the establishment of such an advisory service 
at no charge. This was in October of 1944. As of March 1, 1945, not a single case had been referred 
to this department. 
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of the fact that guidance and financing must reinforce each other is reflected in a 
recent change of policy of the First National Bank of St. Paul. Previously, when 
a businessman made his third overdraft, he would be asked to leave the bank. Now 
the bank sends a junior officer to see the customer and carefully analyzes his diffi- 
culty with the idea of offering whatever help seems indicated.” 

Industrial finance companies and factors, dealing with more marginal credits, 
found that keeping themselves adequately secured required almost week-to-week 
supervision and through the medium of this supervision, were providing consider- 
able and usually constructive guidance. 

Professional accounting service is another natural source; the accountant is per- 
haps the best qualified of any outsider who does not specialize in financial guid- 
ance. He has the obvious advantages which accrue to persons with an understand- 
ing of the records and their true meaning. The firm often looks to the accountant 
for budgeting. Yet sole dependence on the auditor has its shortcomings in that 
such items as marketing, sales relationships, purchasing policy and other technical 
functions which are not too often within the scope of an accountant’s experience or 
interest. 

The lawyer, too, has some qualifications as a financial adviser but like the 
accountant is limited in his grasp of the administrative problem. 

Trade associations have been an important source of information to a limited 

_number of firms. The National Opinion Research Center in its inquiry learned 
that while only about a third of all businesses interviewed were members of a trade 
association (which did not include membership in general service organizations, 
such as Lions, Rotary, or Chambers of Commerce) nine out of ten of the third 
indicated that the benefit received was derived chiefly from the experience of others 
in discussion of mutual problems. 

The Smaller War Plants Corporation as a wartime agency has been able to 
provide counseling services in connection with the placing of war contracts and 
encouraging war production. In the process of advancing money, leasing equip- 
ment, getting the full utilization of plant capacity, and providing engineering in- 
spection, it was extending assistance to forestall financial difficulty. That assistance 
included finding war orders for the plant, checking for errors in pricing, guidance 
in meeting specifications, etc. Necessarily the SWPC participated in laying out the 
financial programs of the borrowers or lessees whom it assisted.® 


* Cited by Richard Lilly, President. His bank has found that in 75 percent of the cases it was “not 
capital, but brains and management” that was needed. 

*In 11.1 percent of the interviews made by National Opinion Research Center, University of Denver, 
the management indicated that they had outside professional advice on management problems. Almost 
3 out of 5 of these referred to their trade associations or trade journals and another fourth consulted 
with their C.P.A. Of the 88.9 percent who did not use outside professional service for advice on man- 
agement problems, only 1 out of 16 had felt the need of such aid. However, over half of the firms 
interviewed used an outside accounting consultant, in most cases a C.P.A. On tax matters, over two- 
thirds used, for the most part, a C.P.A. or attorney. In so far as C.P.A.’s or lawyers can give financial 
advice or guidance, it was available in a substantial majority of cases. 

* By way of illustration, the following comes from “Ways Small Amounts of Capital Have Been 
Raised,” a confidential report for the New England Industrial Council. 

“Two men leave a large electrical company and obtain a subcontract of $250,00c through a Wash- 
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In the great variety of term loans extended by the Reconstruction Finance Cor- 
poration, the problem occasionally arises of how far the federal agency should inter- 
vene in the management of the borrower. In the case of the RFC its powers are 
very broad, so that it has been able to participate in the construction and manage- 
ment of the projects it has sponsored. 


The Federal Reserve bank under the 13-B Amendment to the Federal Reserve 
Act, have found that in extending term loans they must extend financial guidance 
as well. As an illustration, the case may be cited of one New England firm which 
turned to the Federal Reserve Bank for a direct loan after being denied by its 
regular bankers. Long overdue current liabilities indicated bankruptcy as the nor- 
mal way out. The firm, however, accounted for a high percentage of the employ- 
ment in the community and was, at the same time, engaged in important war 
production. The loan by the Federal Reserve Bank rendered possible the staying 
of bankruptcy proceedings. The granting of the loan by the Federal Reserve Bank 
was made contingent on acceptance of a financial rehabilitation program for the 
firm. Management was temporarily yielded by the owners to a new executive 
acceptable to the creditors; a strict system of budgeting was imposed; daily state- 
ments of operation were submitted to the Federal Reserve Bank, and the creditors 
were kept abreast of the progress of the firm under the reorganization. Situations 
of this sort can be met without much question during the period of war emergency. 
There are obvious disadvantages, however, to any large-scale assumption of control 
in management of small businesses by lending agencies as the price of financial 
support. 

For the postwar period, the more generalized services of the Department of 
Commerce offer fruitful possibilities of expansion. Though it does not as a rule 
offer financial advice or guidance directly, the department’s studies have provided 
the basis for improvements in market practice, industry control, budgeting and 
financing. Besides education in the form of books, monographs, and periodicals, 
the Department has made some personal contact available to businessmen through 
ington connection. They know their business but they have no plant, equipment or raw material and 
practically no financial resources. They consider getting two or three men to finance them but feeling 
that they will have to take them in on a partnership basis, they decide that they would rather try to 
arrange financing in some other way and to keep the business for themselves. They apply at the 
Smaller War Plants Corporation for a loan and are financed to the extent of $25,000 against the contract. 
After three months in which the company’s operations are watched carefully by the Smaller War Plants 
Corporation they obtain a million dollar contract and receive additional credit from the Government 
agency. A still larger contract is obtained against shipments which are now running at an extremely 
high rate. The need for additional financing results in an arrangement for a revolving credit running 
up to $900,000. The SWPC arranges for this loan by referring it to Washington. 

“The company handles no money itself. Each month it sends its bills payable, payroll and other 
expense figures to the SWPC and the RFC and all the bills are paid by the Government agency. The 
managers have agreed to touch no money for the life of the contract. They also have agreed not to 
increase operating expenses to more than $271,000 a month. 

“Officials of the SWPC are very optimistic about the way the business is progressing, and they esti- 
mate that by the time the contract is fulfilled, these men will have paid for all their new and modern 


machinery and will have some working capital with which to conduct their business under peacetime 
conditions.” 
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its regional offices. Personal conference has necessarily been limited because of the 
size of the region covered, the large number of small businesses, and a staff inad- 
equate to extend the full benefit of its information to potential users. 

The veterans’ program has inspired volunteers to supplement the federal serv- 
ices of the War Manpower Commission, such as committees of businessmen spon- 
sored by business groups, chambers of commerce, banks, and local centers of the 
Committee for Economic Development. The need in this direction is only begin- 
ning to manifest itself so there is no experience by which to judge how effective 
these aids will be; but they do represent forerunners of more formal postwar 
types of financial and managerial counseling. 


II 


A number of committees have established financial guidance in the form of so- 
called industrial development corporations. Prominent among these are the Indus- 
trial Corporation of Baltimore, which has had a 25-year history; the Industrial 
Development Corporation of New England,” and the Louisville Industrial Founda- 
tion, Inc. 

The Industrial Corporation of Baltimore determines the need for capital or 
credit and supplies, then negotiates for these. It handles industrial problems by 
means of management counsel and financial and technical services rendered on a 
professional basis. It limits its financing activity to firms needing $100,000 or more, 
in the belief that those below that level are more in need of advice and counseling 
than funds. Though it makes an initial investigation without charge, it derives its 
income from fees and from commissions in connection with financing. The high 
minimum loan figure takes it out of the realm of an agency for small business, the 
greater part of which need loans for substantially smaller amounts.’ Nevertheless, 
the technique of making such medium-sized companies acceptable risks is an im- 
portant one. The needed financial arrangement is coupled with managerial help 
ranging from reviews of the company’s books to the drawing of long-term finance 
plans, making cost comparisons, developing new production programs, revising the 
relationship of stocks and volume of business, and even completely reorganizing 
the selling policies and systems. 

The activities of the New England Industrial Development Corporation are 
discussed elsewhere in this symposium.'” 

The Louisville enterprise now limits its activity to extending credit. Its capital 
outlays are limited to first liens on plant and equipment. Though it affords semi- 

2° See infra, this symposium, Stoddard, A Regional Experiment in Practical Development of Industries, 
yi ae Opinion Research Center found that 21.1 percent of the businesses interviewed intended to 
borrow for reconversion or postwar expansion. Only 4/10 of one percent of all firms interviewed wanted 
over $100,000. These few were all manufacturers and constituted 1.6 percent of the manufacturers inter- 
viewed. Projecting this to the 168,000 small manufacturers in business (small are those employing 100 
or less) there would be only about 2,700 small manufacturers in the nation who would be prospects for 


the service offered by the Industrial Corporation of Baltimore. 
22 Stoddard, supra note 10. 
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fixed capital to industry, it does so to a very limited extent and only to firms which 
can offer substantial collateral.’ 

In January, 1945, the Committee for Economic Development reported the for- 
mation of management aid projects of varying nature. In a New Jersey community 
a professional service committee consisting of lawyers, engineers, and other profes- 
sional men was formed to give management counsel to small businesses. In 
Streator, Illinois, a management engineering company was formed on a community 
basis. Des Moines, Iowa, engaged an engineer to extend consultative aid. These 
are, however, all in the trial stage and it is much too early to comment either on 
the effectiveness or the exact nature of the plans. Publications of the CED are 
devoted to improving management planning and include handbooks on such di- 
verse subjects as “Planning the Future of Your Business” (with separate issues for 
manufacturer, retailer, and wholesaler), “Selecting and Training Postwar Sales 
Personnel,” “Markets After the War,” “Handbook on Bank Credit,” and others. 

In evaluating the usefulness of the community and government aids which have 
been available, it would appear that service limited to giving advice has been less 
successful than advice coupled with financing. The supplying of funds and 
progressive promotion made Smaller War Plants Corporation more popular and 
useful than the less active but perhaps potentially more widely useful Department 
of Commerce which had no funds or contracts to attract inquiries. One of the 
weaknesses of the Industrial Development Corporation is a lack of sustained in- 
centive in a civic organization. The use of the civically sponsored facilities is, in 
general, very sporadic. It is handled by a group of prominent citizens trying to be 
helpful and the small businessman is likely to shy away from exposing himself to 
his neighbors in that kind of setting. 

Still to evolve is a form of industrial development corporation which can be 
sustained as a self-supporting private enterprise, with enough financial resources 
matching the size of problem that postwar expansion of small establishments 
demands. 

Such a service to small business should have the following characteristics: 

(1) It should preferably be local in character. (The differences between com- 
munities are important enough to require local experience, a knowledge of the 
community’s assets and a wide friendly contact within the community, if its small 
establishments are to be served.) 

(2) It should be able to secure the cooperation of all business elements of the 
community; it must reach all small business, not manufacturing alone. 

(3) It must have direct access to funds; to permit the combining of guidance 
with financing where the situation requires. 


18 There have been other community industrial financing plans of which some 26 were reported by 
the U. S. Chamber of Commerce. Practically all of these would more accurately be described as com- 
munity industrial bonus plans, as they were interested principally in making some form of direct or 
indirect subsidy to attract new or established manufacturers to their community. 
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(4) It should be concerned with the businessman as a client, rather than as a 
problem for community aid. 


(5) It should encourage the establishment of needed technical facilities adapted 
to the requirements of the small establishment. 


(6) It should be self-supporting, but it should aim to develop a low-cost service. 
This may involve pooling of specialized counsel with similar organizations. 


(7) It should promote the willingness of investors in the community to find 
outlets for their funds among local small businesses. 

(8) It should avoid mergers or alliances tending to restrict competition by local 
businessmen. 


The privately operated agency catering to the management and financing re- 
quirements of the small business cannot properly concern itself with the great mass 
of very small establishments, including more than a million self-employed which 
have no employees except for members of their own family. Yet this is an area 
in which there is much to be done in eliminating the waste of inefficiency and the 
reduction in the number of ill-conceived ventures. The personal loan department 
of local banks and the small finance companies have carried on a certain amount 
of guidance work in connection with the granting or refusal of loans to these one- 
man establishments. To a lesser, yet important, degree, the ordinary commercial 
credit department of supplier firms has helped small customers to avoid embarrass- 
ing commitments. A strong case can be made for the proposition that the waste 
of new ventures for which inadequate preparation has been made and for which 
inadequate management-aid exists, constitutes a problem affecting the soundness of 
the economy as a whole. In that sense, the improvement of small business manage- 
ment is a public concern. It is not enough for government departments to publish 
literature about which the alert small businessman will find out. In the common 
interest, it is desirable that an agency of government extend the present activities 
of the Department of Commerce to promote periodic interviewing service among 
small businesses. This would probably start out as an elaboration of the Business 
Census, to uncover the problems of small business to which attention must be given. 
This type of census-taking can be a forerunner of a more intimate relationship 
between the individual businessman and district offices of the government agency. 
The district office can perform an important service in steering the small business- 
man to financial aid or technical services not known to him; it may at the same 
time initiate him in the use of the information regarding markets, standards of 
performance, patents, and commodity testing, all of which may contribute to the 
improvement of efficiency in the small business. The relatively small influence of 
the federal guidance of small business in the prewar period, as compared with the 
amount of effort that the federal government has put into the gathering of business 
information, suggests a re-examination of the possibilities for government to be more 
directly useful in the education of the small businessman. 
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A relatively untapped resource for the guidance of small businéss and its finan- 
cial and managerial problems is the collegiate school of business. Those charged 
with higher education in the field of business are belatedly becoming aware of the 
fact that the traditional business education program has focused on the acquisition 
of professional competence in a special department of business. The schools have 
turned out accountants, credit men, statisticians, office managers. But.it has given 
negligible attention to preparation for the operation of a small business or to the 
re-education of businessmen who could profit by better understanding of the prob- 
lems of financial administration. In the opinion of those contemplating the estab- 
lishment of such courses or clinics, the greatest difficulty lies in obtaining men with 
the necessary experience as well as technical competence who would be willing to 
devote themselves to teaching in that field. A more readily soluble problem is that 
of supplementing the teaching program of the collegiate schools of business with 
a program of research and the feeding in of literature dealing concretely with the 
day-to-day problems which the small businessman must meet. 

There is little question that small business in general tends to lose out because 
of unfamiliarity with the techniques of sound management. This applies not only 
to an appreciation of what constitutes sound financing, cost accounting, and record 
keeping in general, but to technical efficiency in production and distribution and 
product development through research. Small business has very little idea of how 
general business conditions and the character of the total market to which it be- 
longs affects its own individual operations. 

Even though small businesses which are aware of these problems are prone to 
feel—with some justice—that they do not have the financial resources with which 
to fortify themselves adequately in this regard, small business needs access to such 
facilities. If means can be created to improve the management of the smaller enter- 
prise and which will also make and maintain a live contact with the small business- 
man rather than wait until the small businessman is in distress, an important 
differential handicap of small business will be eliminated. 

Community service organizations working in full co-operation with a federal 
agency for the more general educational services, and with collegiate schools of 
business, may effectively supplement the incidental guidance activities of the banks 
and other lending agencies. 











SMALL BUSINESS FOR VETERANS 


D’Atton B. Myers* 


INTRODUCTION 


America’s business population in 1941 was approximately 3 million establish- 
ments, comprised of 185 thousand manufacturers, 93 thousand wholesalers, 650 
thousand service shops, 28 thousand hotels, 215 thousand contractors, 45 thousand 
amusement places, and over a million and three quarters retail stores. This means 
one establishment for approximately every forty-three people or ten families. 

Today there are nearly 500,000 fewer establishments. War with its demands 
for soldiers, sailors, and workers thinned their ranks. Restrictions and shortages of 
goods eliminated others. But the evidence points to a rapid increase in their num- 
bers after V-E and V-J Days. Veterans and war workers by the thousands are 
planning to own businesses or to become self-employed. 

Our Jarge corporations may value their assets in the hundreds of millions and 
may sell their products all over the world. But small business is the kind of busi- 
ness most people know by personal contact. Small business is the kind of business 
men talk about when they think about starting on their own. 

Already the plans of servicemen, veterans and civilians for new businesses are 
becoming clear. The aid that the federal government will give veterans has been 
incorporated in the Servicemen’s Readjustment Act of 1944, popularly known as 
the G. I. Bill of Rights... The difficulties confronting these new businessmen will 
include the well-known hazards of business, the wartime regulations and restric- 
tions, and special problems that may come with the peace. Communities, business 
organizations, educational institutions, and governmental agencies are developing 
plans to help those men start properly and succeed. These four phases are reviewed 
in this article in order to focus attention on what may or may not be advisable in 
a post-war program for new small business in America. 

The goal of any program for businessmen—new or established, small or large— 
must be an expanding economy in which opportunity for new enterprises, whether 


*B.S. and M.S., in Business Administration, University of Southern California; graduate study, 
University of Chicago and University of California. Formerly instructor in Accounting, Economics, 
Money and Banking, and Business Organization and Management at Glendale Junior College, Glen- 
dale, California, 1933-1943. Served as Executive Secretary of Committee on Special Problems of 
Small Business, Committee for Economic Development, 1943-1944. Member of the staff of the Divi- 
sion of Small Business, Bureau of Foreign and Domestic Commerce, 1944-1945. Now serving on the 
faculty of one of the two University Study Centers to be used by the War Department’s Army Education 
Program for troops in the European Theater of Operations. 

258 Sra. 284, 38 U. S. C. A. §§693 et seq. (Supp. 1944). 
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started by veterans or others, is combined with fair treatment for established enter- 
prises so that they too can expand and make their contribution to full employment 
at adequate wages. 

Bustness-OwnersHip PLans oF Service MEN 
What the Army Survey Reveals 

To own and to manage his business is the goal of many a service man. Exactly 
how many men will start their own enterprises in the post-war period is difficult to 
forecast. Estimates range from slightly over a half a million to 3,000,000 as the 
maximum number that may be started in the first few years after the war. 

From a survey made in the summer of 1944, the Army estimates that 7 percent 
of its military personnel have definite plans to own businesses after the war.’ An 
additional 4 percent have tentative plans for businesses of their own; and 4 percent 
more have vague plans about starting. The 7 percent is the same for white officers 
of company grade, white enlisted men, and Negro enlisted men; however, the 
percentage of Negro enlisted men with tentative and vague plans was higher than 
for the other groups as shown in Table 1. Commenting on the relatively large 


TABLE 1 


Pians oF WuiTE Orricers oF ComMpANy Grape, WHITE ENLIsTED MEN AND NEGRO 
ENLISTED MEN To Own Businesses AFTER THEY LEAVE THE ARMY 


All Officers | White Officers White Negro 


and of Company Enlisted Enlisted 
Enlisted Men Grade Men Men 

Plan to Own a Business (Percent) (Percent) (Percent) (Percent) 
Definite plans to own a business......... 7 7 7 7 
Tentative plans to own a business......... 4 3 4 5 
Vague plans to own a business........... 4 2 3 7 
No immediate plans to own a business.... 85 88 86 81 
100 100 100 100 


percentage of Negro enlisted men with tentative and vague plans the Army states, 
“It seems reasonable to assume that the aspiration of so many Negro soldiers for a 
business of their own stems from the relatively disadvantageous position in com- 
petition for desirable jobs.” 

Approximately 13 million American men and women will be veterans of World 
War II. If the percentages the Army survey reveals are assumed to be applicable 
for all branches of the armed forces, then 900,000 men and women plan to be busi- 
ness owners. Another half million have tentative plans. However, since no similar 
studies have been made by the other branches of the armed forces, the figure of 
7 percent may not be applicable to other groups because of such factors as differ- 


* Quincy Adams, The G. 1. Bill and Small Business (Sept. 1944) Domestic CoMMERCE. 

* Army SERVICE Forces, Report No. B-130 (“Soldiers’ Plans to Own Businesses After They Leave 
the Army.” Information and Educational Division, Hq. A.S.F., Jan. 15, 1945) 1. 

“Id. at 3. : 
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ences in average age of the personnel, type of training, and length of service. Con- 
trariwise, the figures of 7 and 4 percent may increase as the business-loan guarantee 
provisions of the G. I. Bill become more widely understood.° 


TABLE 2 


Previous ExpERIENCE IN Line oF Work To BE FoLtowep, ror WHITE AND NEGRO 
EnuistED MEN PLANNING TO Own BusineEssEs 


Definitely Planning to Tentatively Planning to 
Previous Experience in Own a Business Own a Business 
Line of Work to be White Negro White Negro 
Followed (Percent) (Percent) (Percent) (Percent) 
Were self-employed: 
peeve @ Demme GOW................. 23 4 
Had a business and expect to 
a ere 19 9 12 8 
Had experience as employee: 
ee eee 20 18 24 20 
SPO MOE PON ois ciinnns...a.s 20 32 23 20 
Had no previous experience............... 18 37 4I 52 
100 100 100 100 
Percent of men surveyed holding 
EN: Sindy Tietuvensas os c3sjaxet (7%) (7%) (4%) (5%) 


As shown in Table 2, the majority of the men with definite plans to own a busi- 
ness are experienced. It is estimated that of all the white enlisted personnel, 23 per- 
cent already own businesses that are operating during their absence. Another 19 
percent had businesses and expect to have them again. The total of men who were 
either self-employed or experienced as employees totalled 82 percent of the men with 
definite plans. The total for Negro enlisted men was 63 percent, with only 4 per- 
cent reporting that they have businesses now, and g percent reporting have had a 
business. 

More than half the men with definite plans for starting a business, but not now 
owning one, expect to invest $4,000 or less.6 Approximately 60 percent of these 
state that they will have all the necessary capital or will have to borrow no more 
than half their requirements.’ These relatively small amounts may reflect the fact 
that 45 percent of the white enlisted men plan to enter retailing, 13 percent plan 
service establishments, 9 percent manufacturing, 7 percent transportation businesses, 
6 percent construction or contracting, 4 percent tourist camps or hotels, and 2 per- 
cent insurance and real estate. The remaining 14 percent were uncertain as to the 
kind of business or did not answer this question in the Army survey. 


* Report No. B-130, supra note 3, was based on a questionnaire survey made in the summer of 1944. 
The G. I. Bill of Rights was signed June 22, 1944. 

® Report No. B-130, supra note 3, at 10. 

TId. at 11. 
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Reports from New Jersey 


The State of New Jersey passed the Veterans’ Business Loan Act of 1944° in 
April of that year. The Act provides that the Veterans Loan Authority will guar- 
antee payment of go percent of any loan made to a veteran for the purpose of 
starting a business or profession. The loan cannot exceed $3,000 and must be neces- 
sary in addition to all Federal benefits that may be available to the veteran for the 
same purpose.? 

Lending activities under the Act started in the summer of 1944. By April 1, 
1945, 272 loans from a total of 341 requests had been approved. One hundred and 
thirty-three of these applicants were starting 46 different kinds of retail businesses. 
Thirty-four were entering 13 different types of service establishments. Thirteen 
were setting up trade-crafts; and 26, motor transportation. Thirty professional men 
availed themselves of the loan guarantee.’ While these data as presented in Table 
3 do not justify conclusions as to the kinds of businesses the veterans will start, they 
certainly tend to confirm the opinion that approximately half the men are thinking 
in terms of retail businesses. 


The New Jersey law unlike the G. I. Bill of Rights does not prevent the guar- 
antee of loans for the purpose of buying inventories or acquiring working capital.” 
What effect the restrictive measures of the Federal Act and the governing regula- 
tions will have on the number of men who will start retail stores is hard to predict. 


Reports from the Department of Commerce 


The Division of Small Business of the Department of Commerce receives many 
letters from military personnel, discharged veterans, war workers and others inter- 
ested in starting their own businesses. Such prosaic businesses as hardware stores, 
service stations, grocery stores, men’s furnishing stores, bars and grills, and radio 
shops, appeal to many men. Others have sought information on how to start a dairy 
in Alaska, an ice-cream plant in Paris, France, a mobile laundry and a “washateria.” 
From men interested in sports and recreation have come requests for facts about 
small boat building, hunting and fishing guide services, swimming pools, drive-in 
theatres, tourist camps, and bowling alleys. 

The twenty-six field offices of the Department of Commerce are providing serv- 
ice men with counsel and advice on starting businesses. Recently, in two days the 
business consultants of the New York office of the Department of Commerce had 
over 35 conferences. The men interviewed wanted data on such technical busi- 
nesses as commercial photography, lithography, jewelry manufacturing, multilithing 
and plate making, and display fixtures. 


® Chap. 126, Laws 1944, N. J. Stats. ANN. 38: 23B (Supp. 1944). 

°N. J. Dep’r oF Economic DevELOPMENT, Business Loans TO VETERANS (Information Circular No. 
1, Veteran Loan Authority, July 1944). 

10N. J. Dep’r oF Economic DEVELOPMENT, SUMMARY OF VETERANS Loans TO APRIL 1, 1945 (Bur. 
of Research and Statistics, 1945). 
™ These restrictions are discussed later in this article. 
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TABLE 3 


Kinps oF Businesses, ProFEssions AND Farms, FoR WuicH Loans Have Been Approvep 
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By VETERANS LoAN AUTHORITY OF THE STATE OF NEw JERSEY 
Jury 1, 1944, To APRIL I, 1945 


TUE MONET IIIOVE 550s ec kine aha N GOLA S SE MOR CADSR EN Ge MEWEW Sie oie ew awe Na OHS 84 ve 272 
EU IERIE ESS aaa Eb Seer UEDA CUr RSIS Lees L CA aE SRA ee nor ae 133 
UES Asie sabe. Gulias hs Gaieines ours 6ea% I Household Furnishings ................. I 
PO MNRIES oso siva 5 bias Snst4d aeeeens I Ice & Coal Distributors ................ 4 
NID DOCCSINEES okies nk es ecco wieaees I Jewelry-Novelty Shop ................. I 
Auto Sales (Used Cars) ............0005 3 Liquor Package Store ..............62.. 5 
ONO ULLAL s 90 5S SB Soares I PAMCEY SOLES os os ois sess s 00s saan I 
Bait Sales & Boat Rentals ............... I Barat eenatet els: ails odes ess un nee 3 
DONT 3555 Jap to 1 Ce oo I Mirror & Glass Store .................. I 
RIN os Ue sais Sa os aS ae 455s 565615 I RUM SES RM 0 2055 55 os 6 iN O/5 2 isis ww SNES I 
SMURC MSIE Messe siu'eis cls's)- 5 5 she's 2-06 s)e I REMIT VSS. 05s i018 sas ae xc alecaiciscen siete at 2 
Delicatessen Store ........csccccccccoes 4 ye Oy es 12 
SPEDS MEMEEED 90 Gr 5 6\s)< ie sais ow «SW iei> oreecis-os I Radio Sales & Repairs ................. 3 
Dp OLE ESOS SO AO a ROE 3 Refrigerator Sales .............cccccees I 
Electrical Sales & Service ............... 3 MUPSPMUIRMNIE © 3521655 Gig G4 ss asia deic's eB AM 16 
GO AOMORI a :0 3 0.536 :5.0-0'5,4,5.0:010 0 6 9.0:0 3 SLES ORS a I 
Fuel Oil Distributor ................... 2 SMMEMEE TRDOURG oo oos 600 0'55 Sb 00d veo se 2 
Fuel Oil & Burner Sales ..............-- I Stationery & Confectionery ............. 12 
SABOUE IBIOD is ios ooo ees a secs cees 12 Surplus War Mat. Salv. Sales ........... I 
Gasoline & Oil Distributors ............. I OPEC RIND oo oes ios ses Chem eae hee I 
General Merchandise .................. I EAU EE AN 22s SIA 5 is ah Finis Seite o Vie MG eis ee 5 
(Cree 735 GS Ore 5 Waffle-Donut Shoppe .................. I 
SREY OD OG pile Swalee.visacsee «ce os I VERTIT TRODRLEL. 50.5 5. o-c-c%s0:s0si0. 05.0 00h 4 
BRGReN MOINES 55 ono aie ss o's dlseet Se edenes I Wood Distributor ..................00. 2 
Household Appliances ................. 3 MIT ADEMIT aie eens beatin Ssde-s-cadeen I 
ae UOT RES aS SB gO DO TSE OEY IU EOTIS OMY TTT ICID IORIEG AAPA IC aT rat 9 
3 SSS ence cern r er 9 
TREN Be eh ss 52 5 5S an wie 5 wo 19.94 om oie dp Walon iv Sin olceis Siemrewls eeu Gekbmlenle ewe 2 
Building Contractor ...............006. 4 
i fa FS OS ee ac TSP SARE SEe SERPS eT UN TPS ce Sar rr Pe eae a 12 
Chemical Products ...............20005 I MSPRRIIEE NGOOUS » 5625 serie oo. shé wis Wate wie 1 
SMM GEA G Ga nk soos ss base b0s ss I PAMCNNS NOD: 5.5.5 os oka guis cue e esas eeene 3 
Embroidery ........-.seseeseccesecves I REMMI URHIENS os sw'a'e see's Scie s oisis is sis eine I 
Freezing Lockers ...2..0.s0csceseceee. I PIRSUG PIOUUOW: 5's c's sts catess cen ements 2 
SRI CEG Nana suis Sho iesscunee asses I 
oy) REIS SR ON AT Aa ae oP rr BREA EE A fy Ua a a, Rs eh Mi 30 
UMNMONET <7, | 23S Wak SS cables ssabswau' I ROPMOMMONESE 85.85 DSSS e Se wl CE ae I 
on re I PEUMDREREMIEE «9 5 9.5.0.5 0.05 65hu nig. a'a sae deaee 1 
SU MEMO ooas5 5's 6 nies e's Seh o5'0s 5 0s I RESPEMURIDS So ohare 5:5 5 5:9 %0's sis 54,2 BOGS OS ROGIER 6 
TREE APT Sass SSS SG Gea w ha ee 545/565 7 PUGSIOETADISE 5 oe AN SS e's bbe oe aber I 
SMU Coes bibs un eeen eae s Sea heehee I ll, CU) aS Oe SRR ry) I 
SPER GC Seon e eee Sheets aie ees 8 REM ABUMUE ois os oisieis 8 aoe ss sia vie ene I 
IPSS SBS po 09 PRE Toe Nee ee Scr OP REE SO on 9 Mees a Ee PS a RE 2 
MR RIMS iis soa oss 2s gist ges s 1 REC RUD occas occu scans creleisig isa eee crtre I 
ENED rence ce esate ug Sis Ns o's BE a analy eed eTEROIN ERO NC aE lew lass 8 Rusa bdo eS if 
Barber & Beauty Salon Supplies ......... I OTe. 1 a Oa EAE oie I 
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PM NRON TD 1 lola n oe Am he gle 6S Sota. ula reie a toaiv «Bia Se lala a le NE Reis Hoe ans AOE oben hee eae 13 
TUENTMMNY oan Gos Sues Ws keene ss vi 2 LT etre yr i ROA Abies rsp 1 
Mertal Oe RURAEO (6S. is oc oils So Sede Fe I Rite 2b Oak Soca ed eteedaee 3 
ai cfs A ieee Sic ss ee Sisiclas wel Ns 4 MIDIOBOROE bs Susie ase hana tatoos I 
SNM roe eS sone a piatedicslé wives Sas I 

POM RERUN TENOR 5-6. 666 os. 6.5 ceded esa k See adlcedbloa Coe ane MESA aes Renee os eobedeerneeae 26 

UNE aoc is A gens ato ana a wiaisite olaans cas oree em Baa a Oe EN Ca aCe 4 
ESRPEU SIDING 55 os 86s ov tics een e cence t Household Appliances ................. I 
Fruit & Vegetables ..................4. I Plumbers-Electricians Supplies ........... I 


The interest in starting businesses is found among practically all ranks and rat- 
ings in the military forces. Navy captains and Army colonels down to seamen 
and privates have sought information from the Department on kinds of enterprises 
to start and where to start them. There is a wide range in their education and 
training. The Army survey reveals that of the men who plan to start a business 
4 percent are college graduates, 15 percent have attended college, 64 percent have 
attended high school, 33 percent are high school graduates, 17 percent attended only 
grade school. The data on the men who have been counseled by the Department 
of Commerce confirms this wide range in educational background. 


Tue G. I. Brit 


Business Loan Provisions 

The Servicemen’s Readjustment Act of 1944, known as the G. I. Bill of Rights,’ 
provides for the guarantee of loans to eligible and qualified veterans to purchase or 
construct homes, or to purchase farms or business property. The Veterans Admin- 
istration, the agency charged with carrying out the provisions of this Act, recently 
issued regulations on the business loans provisions of Title III. The regulations 
and the Act itself constitute a part of each contract of guaranty issued by the Ad- 
ministrator of Veterans Affairs." 

An eligible veteran is one who (a) served in the active military or naval service 
of the United States on or after September 16, 1940, and prior to the termination 
of the present war; and (b) has been discharged or released under conditions other 
than dishonorable after active service of go days or more, or because of injury or 
disability incurred in line of duty; and (c) makes application for benefits within 
two years after separation from service, or two years after termination of the war, 
whichever is the later date, but in no event more than five years after the end of 
the war.!* 

The Act provides for guarantee of loans; it does not provide for direct loans to 
veterans for business purposes by any government agency. The Administrator may 
guarantee a loan for the purchase of any business, land, buildings, supplies, equip- 
ment, machinery, or tools to be used by an applicant in a gainful occupation if he 
finds that: (a) the loan will be used in the bona fide pursuit of such gainful occu- 
pation; (b) such property will be useful in and reasonably necessary for the effi- 


22 Supra, note 1. 
18 Roper, What About These Veterans’ Loans? (Feb. 1945) Domestic CoMMERCE. 
“58 Strat. 291, 38 U. S. C. A. §694(a) (Supp. 1944). 
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cient and successful pursuit of such occupation; (c) the ability and experience of 
the veteran indicates that there is a reasonable likelihood that he will be successful; 
(d) the purchase price does not exceed the reasonable value; and (e) the loan 
appears practicable.’ 

Thus it is seen that both the veteran and the enterprise must qualify for the 
business loan. 

The Administrator may guarantee up to $2,000 of one or more loans made to a 
veteran but the guaranteed portion or portions may not exceed 50 percent of the 
total loans made to the veteran. The only exception is in the event a prior loan 
has been made, guaranteed or insured by another Federal agency; in which case the 
Administrator may guarantee 100 percent of a second loan of not more than $2,000 
which may not exceed 20 percent of the purchase price or cost of the property. 
This type of guaranteed loan will apply mainly to real estate and buildings. 


The interest on loans shall not exceed 4 percent per annum.’® The Adminis- 
trator pays the first year’s interest on the guaranteed portion.’ All expenses cus- 
tomarily borne by purchasers or borrowers in similar situations may be charged to 
the veteran, but no charge shall be made for obtaining any loan guarantee. 


Twenty years is the maximum time for repayment of loans. However, this 
maximum will usually apply only to real estate since the loans for other purposes 
will be limited as to maturity by the expected life of the assets pledged as security. 
The loans for business purposes which may be guaranteed are, in addition to loans 
for the purchase of business realty: (a) loans for the acquisition of an existing busi- 
ness; (b) loans for the purchase of equipment, machinery, or tools; and (c) loans 
for the purchase of supplies.’® Neither the regulations nor the Act provide for 
guarantee of loans for inventory, stock, or working capital; except that inventories, 
stocks and accounts receivable of an established business may be included in the 
assets of the business purchased. The ultimate maturity of loans for the purchase 
of an existing business shall not exceed five years.’® 

Loans for the purchase of equipment, machinery or tools (new or used) can be 
made for the entire purchase price. The maturity must, however, not exceed three 
years. Loans for a one-third down payment on equipment and machinery can be 
made and secured by a second lien. For loans of $500 or less the ultimate maturity 
is one year; for loans over $500 two years.” 

A loan for supplies may not exceed $1,000 and is limited in maturity to one 

15 58 SraT. 292, 38 U. S. C. A. §694c (Supp. 1944). 

2°58 SraT. 291, 38 U. S.C. A. §694(c) (Supp. 1944). 

1758 Stat. 291, 38 U. S. C. A. §694(b) (Supp. 1944). 

18 REGULATIONS UNDER SERVICEMEN’S READJUSTMENT ACT OF 1944, §36.4205. 9 Fev. Rec. 14899- 
14900 (Dec. 23, 1944). The term “supplies” is so defined in the REGuLaTIoNs, §36.4200 (1) (1) (vi) 
(4), as to exclude from that term additional inventory. In fact, §36.4204(e) of the REGULATIONS pro- 
vides that “Loans for the acquisition of additional inventory or for other working capital purposes are 
not included in the act.” 


1° REGULATIONS, preceding footnote, at §36.4204(a). 
9° Td. at §36.4205(a). 
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year.? Loans for the acquisition of business realty must be amortized and retired 
within twenty years. An unamortized loan, except in certain instances, will not be 
guaranteed; however, a loan agreement may provide for variable amortization pay- 
ments, dependent upon the earnings of the business.?* 


Agencies for Guaranteeing Loans 


Both the Reconstruction Finance Corporation and the Smaller War Plants Cor- 
poration have been appointed by the Veterans Administration as the reviewing 
agencies for processing loan applications for approval or disapproval. No federal 
agency, not even Veterans Administration, is authorized under the G. I. Bill to 
make direct loans for business purposes to veterans. However, a veteran in the 
role of a businessman can borrow from the Reconstruction Finance Corporation, 
Smaller War Plants Corporation, or Federal Reserve Banks provided he can qualify 
for the types of business loans they are authorized to make. 

Eligible lenders include persons, firms, associations, and corporations. Veterans 
consequently have numerous sources from which they can borrow. Their borrow- 
ing may take the form of borrowing the funds necessary for the purchase of the 
various assets, or it may be in the form of guarantees of their purchase contracts. 
For example, a veteran might borrow $4,000 from a bank in order to purchase a 
business or he might go in debt to the owner of the business for $4,000, assume 
legal title to the business, and have his debt guaranteed by Veterans Administration 
within the limits of the Act. 

At the present time, it is expected that the bulk of the financing of veterans 
starting businesses will be done by commercial banks. Instructions on loan pro- 
cedures and the necessary forms have been sent to recognized lending associations 
throughout the country by Veterans Administration. The American Bankers Asso- 
ciation, and other financial associations are encouraging their members to set up 
the best facilities not only for handling the applications but also for assisting the 
veterans in formulating and carrying out their plans. 


Obtaining Loans 


The first step for the veteran is to complete a Certificate of Eligibility, obtainable 
from banks and other lenders. On this form he summarizes his service record, 
states the amount of the required loan and the purpose for which it is to be used. 
The prospective lender countersigns this form and submits it to the regional office 
of Veterans Administration. They in turn certify as to the eligibility of the appli- 
cant and “ear mark” on the veteran’s record the amount reserved for the loan guar- 
anty. The total of the guaranteed portions of all loans made to any one veteran 
may not exceed $2,000. 

The next step is for an approved appraiser to evaluate the property. The lender 
and the veteran then complete the application for guaranty, which together with 


*1 Id. at §36.4205(b). 
231d. at §36.4212. 
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the credit report, the appraisal report, the copy of any option, loan, or conditional 
sales agreement, and other pertinent papers is forwarded to the reviewing agency. 

The agency must approve or disapprove. If disapproval is recommended the 
reasons in writing must accompany the papers. The Administrator upon receipt 
of the papers must likewise approve or disapprove. If he disapproves, all papers 
must be returned to the proposed lender except the original application for guaranty 
and the original appraisal report. Reasons for disapproval must be stated in writing 
and accompany the papers. A copy of the letter giving the reasons must be sent 
to the veteran and the agency. 

If the application for guaranty is approved, the lender then procures a certificate 
of title on any realty security, and has the mortgage, the note and other necessary 
instruments executed and recorded. He then disburses the funds according to the 
loan-closing statement and instructions. In the case of pledge of personal property 
the lender must take the necessary steps to make the pledge effective. 

Non-financial firms, companies, corporations and individuals who want their 
loans to veterans guaranteed follow the same procedure. All creditors having loans 
guaranteed are responsible for maintaining adequate records on disbursements and 
repayments, and for reporting on delinquent loans. Applications for guaranty of 
business loans coming from lenders other than commercial banks will be reviewed 
by Smaller War Plants Corporation. 

While one objective of the business-loan guarantee provision is to make it easier 
for the veteran to borrow, some of the restrictions in the Act create special prob- 
lems. These will be discussed in Part IV—“Problems Confronting Veterans.” 


ProstemMs CONFRONTING VETERANS 


Business Hazards 


The special hazards and problems confronting the veterans who want to start 
businesses fall roughly into three groups: (a) the ordinary hazards of the new 
businessman or the new venture, (b) those arising out of the war situation, such 
as regulations and controls, fluctuations in prices, and war stimulated technological 
developments and (c) some of the terms of the G. I. Bill. 

Like all other businessmen the veterans who start or re-establish businesses will 
face the well-known hazards or problems of business. Competition, losses from 
bad debt, changes in styles or models, unseasonal weather, unsuitable location, un- 
satisfactory sources of supplies are problems from which they will not be exempt 
because of their status as veterans. 

The seriousness of the hazards confronting new small businesses is shown in 
the high rate of discontinuances of businesses. Each year on the average approxi- 
mately 330,000 to 350,000 business establishments out of the total of about 3,000,000 
close their doors for good, change their name or type of business organization, or 
are liquidated. And each year about 350,000 to 370,000 new names appear in the 
business world. 
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The highest annual rate of discontinuance occur among those less than a year 
old. In fact, in some trades over 50 percent of the businesses close before their first 
birthday. However, high discontinuance rates, serious as they are, should not be 
confused with the number of bankruptcies and failures which result in losses to 
creditors. As long as entrance into and exits from the ranks of businessmen is 
kept relatively simple, many will start and many will stop. But one fact that this 
continual turn-over in the business population should indicate to the newcomer is 
that small business ownership is not the safest or most secure way to earn a living. 


Wartime Regulations 


The war has created hazards and problems to businessmen that the veteran must 
consider. 

First on the list are the regulations and controls necessary for maintaining as 
much economic balance as possible under wartime conditions. Need for making 
special allowances for veterans has become pressing since a considerable number of 
the 1,500,000 discharged men and women are trying to start or re-enter business. 
Washington agencies are now writing veterans’ preference into regulations. Basic 
policies are being set by the Office of War Mobilization and Reconversion. 

Office of Price Administration, among the contro! agencies, has perhaps gone 
the farthest in removing barriers to entry into small business. OPA has made it 
possible for small institutional and industrial users of rationed foods, such as bakeries 
and refreshment stands, to get rationed items to produce non-rationed finished prod- 
ucts. The OPA regulations, however, do not compel wholesalers and suppliers to 
sell to veterans, and there is some belief that veterans will have more difficulties 
in getting scarce goods than in getting permission to enter business. 

The War Production Board is expected to issue regulations which will give vet- 
erans priorities on a par with those granted established businesses to buy unrationed 
materials, production materials, capital equipment, stocks for retail sales, and 
supplies. 

The Office of Defense Transportation is endeavoring to formulate procedure 
for helping veterans who want to start taxi service or trucking lines. Surplus War 
Property Administration has not as yet formulated procedures under which veterans 
will be able to avail themselves of the priority stipulated in the Act. 


Price Changes 


Changes in the general price level or in the price levels of the goods in which 
the veteran will deal must be considered by him. While extreme inflation or de- 
flation may be controlled—in fact most likely avoided—any readjustment of prices 
downward will have a special impact on the new small businessman. The abnor- 
malities of the present sellers’ market in practically all goods, services, and business 
locations present serious enough problems to the established businesses with their 
backlogs of reserves and experience. To the newcomer they may be unsurmountable. 
The possibility of price adjustments, either upward or downward, does not mean 
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that the veteran is pre-empted from all good business opportunities. Selection and 
timing become more difficult, and careful analyses of all factors more important. 

Technological advancements during the war in new methods of production and 
in improved materials creates additional special hazards for the newcomer. Even 
a cursory survey of trade publications indicates that in the post-war era new and 
more efficient machines will appear, better ways of handling goods and of reducing 
costs will be introduced, and new materials or combinations of materials will be 
made available for the first time for civilian goods. 

However, the transition from war to peace will likewise provide opportunities. 
For it will be a time of change; change and opportunity are almost synonymous 
in business. The obvious difficulty for the veteran is to find valid or real oppor- 
tunities and to have the experience and the ability necessary to develop them. 


Schemes and Business “Opportunities” 

Schemes, promotions, rackets, and other questionable business “opportunities,” 
according to the National Association of Better Business Bureaus, will be prevalent 
in the post-war period.?* The swindling fraternity will have an unusual chance to 
promote their frauds for war savings will be high, and, during a period of shifts 
in occupations, millions will be looking for real investment opportunities. 

The Better Business Bureaus have records of over 800 schemes, many of which 
are business “opportunities.” The fact that many of these are similar to bona fide 
business propositions or are called by the same name as legitimate enterprises makes 
it all the more difficult for the veteran to avoid being victimized. Among those 
listed in their Facts booklets are fur farms, territorial rights, partner wanted, and 


vending machines.” 


The G.I. Bill 

Even the G. I. Bill and Regulations present several problems to the veteran with 
ambitions to start his own business. Not only are there the factors of eligibility for 
both veteran and the business, such as his experience, amd the practicability and 
price of the enterprise, but limitations are also placed on the amounts that the Vet- 
erans Administration will guarantee for specific purposes. But perhaps the most 
serious problem is the restriction previously mentioned against guaranteeing loans 
for the purchase of stocks or inventories, unless they are acquired by buying an 
existing business.?° Furthermore, loans for working capital cannot be guaranteed. 

The regulations restrict the guaranty to individual proprietorship, partnership 
and joint ventures. Starting a partnership or buying into one is complicated by 
the ruling that all the assets of a partnership must be pledged as security, unless 


3 
°° BETTER Business Bureaus, Facts VETERANS SHOULD KNow BeForE STARTING A Business (un- 


dated) 7-10. 

4 Ibid. 

*5 Amendments to the G. I. Bill permitting guarantee of loans for inventories were introduced in 
Congress on March 12, 1945. S. 738 and H. R. 2627, 79th Cong., 1st Sess. 
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it is possible to keep separate the assets of the borrowing veteran. Loans for pur- 
chase of stock interests in corporations, large or small, cannot be guaranteed.”* 

While undoubtedly some of the restrictions written into the law and regulations 
will present serious and perhaps unsurmountable problems to many of the veterans 
wanting to start businesses, the purpose of some of the restrictions seems manifestly 
aimed at protecting them against over-enthusiasm on their part or high-pressure 
salesmanship by those who would profit unfairly by their entrance into business. 
One of the most difficult tasks confronting those concerned with aiding the men 
to get back into civilian business life is to help veterans get started when they have 
relatively sound business propositions but are confronted with the restrictions of 
the Act or do not qualify for a loan according to orthodox bank procedure. 


AssISTANCE TO VETERANS 
A Community Problem 


The best job of helping the veteran to get back to ways of civilian life can and 
should be done in his local community. It is there that he ceases to be a “serial 
number.” It is there that his problems of readjustment can be given individual atten- 
tion. Despite all of the problems veterans will have as individuals, and there will 
be many, there seems to be a growing realization that there is no “veterans’ prob- 
lem” as such. Rather the presence of veterans brings into sharp focus one group 
of problems that have existed in practically all communities. When there was a 
constant flow of young people into the ranks of adults the task of adjusting them 
was not too severe a strain on most communities. Some took jobs at home; others 
entered business or farming. Some sought employment elsewhere, and still others 
continued education for several years more. But after V-E and V-J Days at least 
five school generations of young people, not just one, will be attempting to estab- 
lish themselves as adult members of the community. In addition, a large percent- 
age of the older veterans will seek jobs or occupations entirely different from those 
they were engaged in prior to entering the armed services. 

What needs to be done is to build the kinds of communities in which veterans 
will have opportunities to achieve economic security and personal freedom. The 
basic problems of the veterans of a people’s war are those of all the people. Their 
problems cannot be separated. 

New businesses, small and large, are needed to help provide jobs for all at 
adequate wages; therefore, many communities and states are developing plans for 
helping the veterans: not only to start their own enterprises but also to operate them 
successfully and profitably. 


The New Jersey Plan 
As previously stated New Jersey passed its Veterans Business Loan Act on 


°° The bills in the preceding footnote would permit acquisition of interests in corporations and part- 
nerships and the pledging of those interests as security. 
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April 14, 1944.27 As this article is being written, it is the only state that provides 
for state guarantees of loans used to establish or re-establish a veteran in a business 
or profession. The Act recognizes the importance of the local community by pro- 
viding that the commissioner “shall establish in each community . . . a business 
counseling service of non-salaried counselors to advise with and assist veterans who 
apply for or obtain loans under this Act.” It provides further that the “business 
counselors shall . . . visit the place of business or profession . . . shall supervise the 
uses of such loans, advise and assist the veteran. . . .”*8 


Community Action 


Many communities are organizing special committees or panels to help counsel 
with the veteran with plans or ideas for his own business. Most of these com- 
mittees are closely affiliated with the local chamber of commerce, the Committee 
for Economic Development, service clubs, labor unions, and other civic groups. 
They frequently cooperate with and use the facilities of federal and state agencies. 

Early in 1944, Richmond, Virginia, formed a business advisory clinic under the 
sponsorship of the Chamber of Commerce and the Committee for Economic Devel- 
opment. A survey revealed that many of the men coming back had hopes and 
plans for starting on their own. However, it also showed that many had gone into 
the service direct from school and had had limited business experience. This was 
true even among the officers, 70 percent of whom up to the rank of major were 
under 30 years of age. 

The Richmond Plan calls for a “screening” or counseling service at which the 
men get the facts on the requirements of the proposed enterprise and are led to 
evaluate their qualifications for business ownership and management. Panels of 
experts from many kinds of businesses have been organized. After the screening 
process the veteran is introduced to one or more of these men with whom he dis- 
cusses his plans. If the special services of bankers, real estate men and insurance 
men are needed, the clinic sees that the veteran gets to reliable parties. The Com- 
mittee for Economic Development describes the plan as having the following three 
objectives : 

1. To seek out the facts—the real qualifications and sincerity of the applicant. 

2. To give not only encouragement but definite working advice and assistance 

to those servicemen who are felt to be qualified to go into business for them- 
selves; and 

3. To discourage those who are not yet qualified, thus saving a potential busi- 

ness failure; but to assist these latter candidates to find jobs in which they 
will gain more experience aiming toward later businesses for themselves.” 


Portland, Maine, has a similar program under the sponsorship of a joint com- 


37 Supra, note 8. 
*8 Id. at 38: 23B—17 and 18. 
2° CoMMITTEE FOR EcoNOMIC DEVELOPMENT, COMMUNITY HANDBOOK ON THE SPECIAL PROBLEMS OF 
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mittee representing Rotary, Lions, and Kiwanis. The Grand Rapids, Michigan, 
Chamber of Commerce has voted $7,500 for its Veterans Counseling Center and 
has appointed a Business Service Committee “to counsel with existing small busi- 
ness and veterans who desire to enter business.” 

This is not a task for just the large cities. With one out of every eleven citizens 
in the average community a veteran of this war, there are few places too small to 
justify such a committee. That communities of all sizes recognize this fact is dem- 
onstrated by the programs that have been set up in Albert Lea, Minnesota; Ander- 
son, South Carolina; Altoona, Pennsylvania; Bradenton, Florida; Grand Rapids, 
Michigan; Milwaukee, Wisconsin; Los Angeles; Bridgeport, Connecticut; Cincin- 
nati; Toledo; Dayton; and New York. The number is increasing daily. 

An outstanding feature in Altoona is the training in counseling that the group 
of business and professional men imposed on themselves. For seven weeks they at- 
tended weekly classes at the Pennsylvania State College, Department of Psychology 
to get a “practical down-to-earth course in vocational guidance.” 


Plans of Banks 


Banks and other financial institutions are developing plans for counseling vet- 
erans on business problems. The American Bankers Association has recently ap- 
pointed a Committee on Service for War Veterans. Much of the lending to veterans 
under the G. I. Bill will undoubtedly be done by the banks, and for the most part 
it will be on business proposals heretofore considered unbankable. The counsel 
the veterans will get from the banks will most likely be very sound, but conservative. 
However, it may be just what is needed to protect the veterans against the over- 
enthusiasm of sellers of business propositions and “opportunities” or the tendency 
for them to sell themselves as to their own business ability. 


Wholesalers and Manufacturers Help 


Wholesalers and large merchandising organizations are developing programs 
for establishing veterans as independent dealers to handle their merchandise on a 
franchise basis. One nationally known chain in the automotive field plans to use 
this method to start 750 new outlets. Their plan calls not only for careful selec- 
tion and training of the prospective retailers but also for supervision and assistance 
in the management and operation of their businesses. 

Manufacturers, particularly of machinery, tools and equipment, and consumer 
durable goods see opportunity for increased sales in helping veterans and others to 
get started. In sucli enterprises as bowling alleys, gas stations, and photography 
studios the possible subsequent sales of supplies and operating equipment are an 
added inducement for the manufacturer. 

One important test for all the programs of banks, finance companies, community 
committees, manufacturers, and wholesalers will be the extent to which the plans 
are designed to work for the best interests of the veterans and ex-war workers de- 
sirous of becoming entrepreneurs. Too much discouragement, undue emphasis on 
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experience—important as it is, or selling them unsound propositions may cause 
undesirable reactions. When checking experience, the businessman-counselor may 
do well to recall the amount of experience he had when he started and to ponder 
the expression “good judgment comes from experience—and experience, well that 
comes from poor judgment.” 


Programs of Schools and Colleges 


The generous education provisions of the G. I. Bill of Rights make it possible 
and practicable for universities, colleges, junior colleges, and secondary schools to 
set up special curricula and courses on small business ownership and management. 
In addition to the orthodox classroom procedures some of these programs contem- 
plate providing for itinerant teachers to carry on individualized instruction at the 
place of business. Veterans and others contemplating starting in business, partic- 
ularly retailing, may find these programs extremely helpful. 


Aid from Federal Agencies 


The Smaller War Plants Corporation and Reconstruction Finance Corporation 
previously referred to are the two federal agencies appointed by the Veterans Ad- 
ministration “to review the papers (of the veterans) to determine whether it shall 
recommend approval of the application for guaranty.” In addition to rendering 
this service, SWPC, because of its wartime experience in protecting the interests of 
small war plants feels that it is particularly well-equipped to counsel and advise 
veterans. It has made its technical advisory service available to veterans and to the 
extent it is authorized by statute will make direct loans. At the present time its 
lending activities are restricted to loans for production of war and essential civilian 
goods. SWPC is seeking broader lending powers. 

The Department of Commerce, particularly through the Bureau of Foreign and 
Domestic Commerce and Bureau of the Census, furnishes information, data, statis- 
tics, and practical suggestions that are of great value to any businessman—new or 
established, large or small. Domestic Commerce, Survey of Current Business, For- 
eign Commerce Weekly, its official periodicals, provide information on latest devel- 
opments in both domestic and foreign trade. Publications of the Department of 
special interest to small and new businessmen include such titles as “Record Keep- 
ing for Small Stores,” “Check List for Establishing a Retail Business” and “Effective 
Grocery Wholesaling.” A complete bibliography is available from the Department. 

Personal service to businessmen is rendered by Commerce through its twenty- 
six field offices. Veterans who have made preliminary checks on the feasibility of 
their proposed businesses and are satisfied about their own qualifications as business 
managers can get specific information at the field offices, either through a visit or 
by mail. 

Nineteen books on establishing and operating smail businesses are being pre- 
pared by the Department of Commerce for the War Department. Distribution to 
military personnel will be through the U. S. Armed Forces Institute, Madison, Wis- 
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consin. Public distribution of special civilian editions of these books is planned to 
follow the printing and issuing of the army series. The businesses included are: 
Metal Working Shop, Small Sawmill Business, Apparel Stores, Automobile Repair 
Shop, Retail Bakery, Beauty Shop, Building Contracting Business, Dry Cleaning 
Business, Electrical Appliance and Radio Shop, Grocery Store, Hardware Store, 
Service Station, Heating and Plumbing Business, Laundry, Painting and Decorating 
Contracting Business, Real Estate and Insurance Brokerage Business, Restaurant, 
Shoe Repair Business, Variety and General Merchandise Store. 


Allowances to Self-Employed 


Title V of the G. I. Bill of Rights provides for readjustment allowances for 
former members of the armed forces who are unemployed. Similar allowances are 
available to self-employed whose earnings fall below $100 a month.*® For the num- 
ber of months provided for in the statute, not to exceed twelve, the difference be- 
tween earnings and $100 will be paid to qualified self-employed veterans. This 
provision should go far toward helping men through the low income months of 
the first few years when mortality rates are the highest. 


SUMMARY AND RECOMMENDATIONS 


Veterans will be an important factor in rebuilding and expanding American 
business after the war. About 1,000,000 of them want to start businesses or become 
self-employed. Many war-workers have similar plans and they will be responsible 
for tens of thousands of new enterprises. The veterans have the advantage of the 
loan guarantee provisions and other benefits of the G. I. Bill and some preferences 
from government agencies. All new small businessmen will face the ordinary haz- 
ards of business and the economic problems of peace. All will benefit by the efforts 
—national and local—that are being made to help small business. 

Much has been done that will help new small businesses survive and grow. 
Much more can be done. The experiences of men dealing with the problem indi- 
cate that the following recommendations are pertinent: 

1. The G. I. Bill should be amended to permit (a) the guaranty of business 
loans made for the purchase of merchandise and for limited amounts of 
working capital, and (b) the guaranty of loans made for the purchase of 
stocks in small corporations and in partnerships without requiring non-veteran 
partners to pledge their share of the assets. 

2. Business counseling services including management aid should be made avail- 
able to both new and established small businesses, veterans and non-veterans 
alike. Local groups, banks, manufacturers, wholesalers, insurance companies 
—as well as federal and local agencies—should be encouraged to develop these 
services. 

3. Financial aid should be provided new small businesses, particularly those that 


8°58 Stat. 295, 38 U. S. C. A. §696 (Supp. 1944). 
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show ability to grow and increase employment. Loans for periods up to ten 
years, lines of credit which permit long time planning and, where desirable, 
equity capital should be made available to small as well as large companies, 

4. Research facilities should be made available to small businesses, particularly 
small manufacturers. Universities, colleges, research institutes, and govern- 
ment agencies should cooperate in this program. 

5. Communities, counties, states, and regions should make surveys designed to 
show the economic needs and business opportunities of their areas. The ob- 
jective of each of these surveys should be the most efficient use of the area’s 
resources. 

6. Educational program designed to improve the quality of management of small 
businesses should be incorporated in college and adult-education curricula. 

The programs stated or implied in these six recommendations and the work, 

now being done for small business will be of little help if two fundamental condi- 
tions are overlooked. We must have an expanding economy that will provide an 
increasing national income and we must distribute it among all Americans so that 
none need live under sub-standard conditions. And second, we must have a world 
at peace in which barriers to the exchange of goods, ideas, and cultures are con- 
stantly lowered and eventually eliminated. 

While small business is chiefly local business, the past two decades have taught 

us once and for all that no community or business is so isolated that it escapes the 
devastating impact of war and depression. 
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A REGIONAL EXPERIMENT IN PRACTICAL 
DEVELOPMENT OF INDUSTRIES 


Ws. Leavitr Stopparp* 


In the 1920’s a group of forward-looking business and professional men in New 
England undertook to study the economic basis of this 6-state region—the oldest 
industrialized region in the United States. This research was stimulated by the 
fact that industrialization was speeding westward and southward, drawing with 
it manufacturing concerns long rooted in New England. Evidently here was a 
trend which required diagnosis and perhaps action. 

The most interesting conclusions drawn by this group were these: 


1. That the New England economy is based primarily on industry, not agriculture. 

2. That small and medium-sized industries, not large mass production industries 
thrive best in New England. 

3. That small industry has special problems of finance, management, research, mar- 
keting, etc., not adequately met by existing facilities. 

4. That a special service organization equipped to assist small industry in solving 
these problems should be set up to provide, at reasonable costs, the services and 
facilities found to be needed by small industry. 


As a rule several years elapse between the formulation of an idea and putting 
it into practical use. After what proved to be an abortive start in 1929, ten years 
later several of the original group began the definite planning which resulted in 
the organization of the New England Industrial Development Corporation. The 
first published statement began with these carefully worded paragraphs: 


“Purpose anp Osyective: Throughout New England there are many small and inter- 
mediate-sized companies in expanding industries whose continued growth and profits are 
dependent upon their ability to secure long-term or permanent equity financing. 

“Existing agencies cannot solve this problem. Commercial banks, investment bank- 
ers, investment trusts, and insurance companies cannot by their very nature supply long- 
term or permanent capital in amounts up to $100,000. 

“Meeting these needs with capital alone will not always solve the problem. A com- 
plete and continuous advisory management service based upon analysis of data relating 
to operating problems should be supplied as well. Sound management even more than 
collateral is the strongest security the supplier of capital can have. 

*A.B., 1907, M.A., 1908, Harvard College. President, New England Industrial Development Cor- 
poration. Director, Aeolian-Skinner Organ Company, Inc.; North Atlantic Packing Company. Member, 


Board of Governors, Boston City Club; Chairman, Committee on Committee Personnel, Boston Cham- 
ber of Commerce; member, Industrial Development Committee, New England Council. 
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“The New England Industrial Development Corporation has been formed for the 
general purpose of assisting established companies, and promising new enterprises, whose 
requirements are too small to secure underwriting by investment houses, to obtain per- 
manent capital or long-term funds not ordinarily within the sphere of commercial bank 
accommodations.” 


The statement emphasized that it would be the policy of the corporation “to 
make complete and factual studies of each situation believed to be worth complete 
investigation are prepared for presentation to each member of the board of directors.” 

Further, the statement declared that the policy of the corporation was to stress 
management rather than collateral considerations as security for the successful carry- 
ing out of its purposes: “By means of continuous analysis of data relating to 
operating problems, staff advisers are in a position to assist in formulating manage- 
ment policies with the view of improving the earning power of client concerns. 

“Charges for the limited advisory or control management services are determined 
at a figure sufficiently in excess of actual cost to assure maintenance of this function 
on self-sustaining basis. Unless the need for such services warrants additions to its 
own staff, and whenever deemed necessary and expedient, the corporation will 
employ outside and independent management counsel.” 

The program of the Corporation was outlined as follows: 


1. Undertake studies of the essential factors of businesses for special report or survey 
purposes or as preliminary to recommendations to qualify a business for adoption 
of a financing program. 

2. Act to bring together small business requiring intermediate credit and capital with 
sources of differing types of capital or credit. 

3. Render necessary management services to concerns for which it obtains financial 
assistance. 

4. Assist local interests, such as chambers of commerce, to organize channels through 
which local industries can be helped to obtain needed working capital and long- 
term or permanent funds. 


The Corporation was organized in Boston, under the statutes of Massachusetts 
with a board of directors fairly representative of business and professional men of 
standing, experience and broad interests, particularly in the problems of small in- 
dustry. In order to supplement the board, an Advisory Committee was created 
including representatives of public and semi-public bodies, banks, railroads and 
public utilities. Modest but sufficient financial support was received from several 
individuals to enable the Corporation to open offices with a small staff. Everyone 
recognized that the effort was an experiment, not entirely without precedent (the 
Industrial Corporation of Baltimore in particular), and that time, patience and 
hard work alone would result in failure or success. 

In a recently published report of progress the Corporation has summarized in 
broad and at the same time specific terms, its accomplishments: 

Much of the initial work was related directly to war production—in subcontract- 
ing, by serving as a clearing house between government and large industry needs 
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and small industry resources; in financing by serving as a clearing house between 
small war industries and large capital resources; in production and management 
engineering by serving as a clearing house between small industries and sources of 
expert assistance. 

Hundreds of thousands of dollars of production have been secured and scores 
of industries assisted, in these fields: surgical instruments; valves; machine shops 
in war work; welded products; boat construction; woodworking shops; scientific 
medical apparatus; chemicals and industrial apparatus; machine tools; castings— 
iron, steel, aluminum, bronze; and others. 

Numerous civilian industries helped by the Corporation in finding their place 
in war production are now relying on the Corporation for aid in reconversion to 
peacetime production . . . in the light of new products, new processes, market 
changes and other factors to be taken into account in postwar planning. 

Industries in the following fields have been established, or are being explored— 
all capitalizing on the results of New England research and invention: Food prod- 
ucts; synthetic leather; furniture; toys; various mechanical devices; therapeutic 
electric lamp; charcoal kiln; wood distillation stove; steam valves; motor boat acces- 
sories; automotive accessory; precision castings; stud gun; wood novelties; detach- 
able rubber heel; pile-splicing device; starch cooker; fireproofing and insulation; 
plastic materials; electric press; and products from industrial wastes. 

As to relocation of industry, contacts have been established and in several in- 
stances negotiations begun, to bring industries to New England, to establish branch 
plants in New England, or to secure work for small New England plants on a 
subcontract basis from industries in other areas. 

Marketing arrangements have been made with local and national selling organ- 
izations to handle products of various New England small industries. 

New England patented products which cannot compete with other same-use 
products in distant markets of the country are being offered on a royalty basis to 
manufacturers in distant regions whose output does not compete in the New Eng- 
land market. 

Development research projects to bring feasible but as yet unperfected new 
products to a stage where they are ready for market production have been under- 
taken with the assistance of specialists at M. I. T.; Mason Laboratory, Yale Uni- 
versity; Harvard University; University of New Hampshire, Engineering Experi- 
ment Station; individual industrial chemists, engineers and industrial managers. 
Active cooperative relations exist with New England Industrial Research Founda- 
tion and Engineering Societies of New England, Inc., whose services the Corpora- 
tion does not duplicate. 

The secret of such success as the Corporation has had is due simply and solely 
to the fact that the Corporation has organized the available knowledge, services and 
facilities which can be of value in helping to solve the problems of small industry. 
It is a clearing-house, a clinic, a contact agency, drawing through its own funnel 
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the knowledge and experience of scores if not hundreds of individuals and agencies 
for the benefit of its clients. The chart shown on page 366 portrays this organization. 


Because specific cases tell a more eloquent story than an equivalent number of 
words expended otherwise, the following paragraphs from a service bulletin issued 
by the Corporation give a vivid picture of the types of cases currently in process of 
solution: 


#105 Machine shop wants consumer or other item. Facilities of 100 man machine 
shop include screw machines up to 2%", grinding and customary secondary operations. 
Prefer to assemble largely, necessarily limited to machine shop product. 

#106 Woodworking plant in Vermont now fully employed on war work wants—post- 
war products to make of Beech, Birch and Maple. Would prefer item where volume 
sales can be made to a few large outlets. 

#107 Items wanted for cooperative development with inventors through pilot plant 
stage of any small items requiring precision machining and superior knowledge of pro- 
duction engineering. Gadgets, electrical devices, etc.? 

#108 Welding shop (125 men) wants both present and future work. Especially in- 
terested in making metal boxes, cases, tanks, etc. Also interested in making patentable 
items for itself or others, such as all or part of agricultural items. No job too big or too 
small in any welded metals. 

#109 Small boat yard (12 men) of craftsmanship nature wants to make small patent- 
able items of wood for itself and others and small boats of plastic on secret or patentable 
process. This last on royalty or cooperative basis. 

#110 Large high-grade electronic and optical laboratory (with production shop) will 
develop and produce meritorious post-war items for itself or others on royalty profit-sharing 
or other negotiated basis. 

#111 Small production shop, highly skilled in cost-saving assembly by “silver” solder- 
ing (rather than machining) methods offers its shop and/or consulting services on present 
or future items. Will also produce original items for itself or others on royalty or co- 
operative basis. 

#112 Large company with facilities for handling bulk products such as sand, with 
heavy trucks serving 50-100 mile radius around Boston, seeks sizable activity, program 
participation, or product preferably a basic material. 

#113 Medium-sized Dow Metal and Aluminum Foundry (owning centrally located 
buildings suitable for industrial sales offices and projects) will buy or operate on negotiated 
basis small industries not necessarily connected with the foundry, will take over sales 
agencies or otherwise invest capital, managerial ability and sales-merchandising experience 
in new or established projects. Young, successful, open-minded owners will consider any 
worthwhile opportunity. 

#114 Medium-sized (250 men) welding shop with automatic welding equipment 
wants to make for itself or others on royalty, cooperative or negotiated basis, steel, alu- 
minum, etc., postwar items of any size. Will go all the way from cooperative develop- 
ment of an “idea” to outright purchase of an established business. 

#115 Industrialist will invest around $25,000 with or without use of his machine shop 
in worthwhile new project or established business. Unusual promotion and engineering 
ability used by government agencies is now available with $25,000 cash to “put over” any 
real opportunity. 
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#116 Machine shop office manager and cost accountant with abilities to set up and 
operate automatic machines, etc., is “stuck” with a small low-overhead machine shop. 
Open to any proposition. 

#117 Efficient 100 man Connecticut woodworking shop (manufacturing rough lumber 
and plywood into finished wood products) would like to make such items for others on 
order. Typical items: cabinetwork, store fixtures, wood chucks for metal spinning, etc., 
or would make a few special items on cooperative basis where sales work is provided for 
them. 

#118 A 75 year old construction company (road, air-port, bridges, buildings, etc.) is 
willing to back parties with products, ideas or patentable designs in such lines, act as 
sales-service agents or otherwise cooperate with manufacturers, inventors, individuals or 
communities. 


#119 A small Pre-World-War I machine shop with its own line of automotive and 
industrial tractor, automotive and hardware tools seeks allied items. Will make such 
items for others or add to its own line on royalty or cooperative basis. 


Again using the case method, the following illustrate how certain specific prob- 
lems were solved. It should be noted that the solutions in all cases were the result 
of careful analysis of the factors in the situation and of then bringing into play 
knowledge and services—readily available—to cooperate with the management. 


Here are typical instances: 


Case No. 47: Seafood 


In 1941, two young men with a capital of $750 found their orders for canned seafood 
greater than they could supply. They consulted the Corporation. Their situation was 
analyzed. Government and other agencies provided seafood industry data which disclosed 
non-seasonal and interesting profit possibilities. Initial private capital was obtained to 
provide plant and equipment. As volume and profit increased, additional private capital 
and banking arrangements were negotiated. Today, under continued Corporation guid- 
ance, this new industry employs 75 to 100 persons in a town which needed an industry. 
It seasonally borrows and repays $50,000 to $75,000 from banks. Annual sales now ex- 
ceed $150,000. The two young men still hold control of the business. 


The money referred to above was obtained from private sources. The company sold 
preferred stock to 6 or 8 investors who received in addition a bonus of 20% of common 
stock of the company. The preferred stockholders were given representation on the Board 
of Directors and the right to control the company in case dividends on the preferred failed 
under certain conditions. The unusual feature of this arrangement is that theoretically 
the company was worth considerably less than the amount of capital thus provided, but 
those providing the capital believed that it would be better for them and for the com- 
pany for majority ownership and responsibility to remain in the original owner under 
reasonable supervision. The purposes for which the capital was raised included perma- 
nent equipment and could not be covered by bank loans under existing laws and customs. 


Case No. 75: New Company 


When the war started, a foreman who had worked in a large company started his own 
business in a typical garage set-up. He had unusual abilities in production and design 
but lacked business experience. A friend introduced him to the Development Corporation. 
Arrangements were made to assist him in setting up his books,. organizing his paper work 
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and financing, and eventually incorporating. The Development Corporation also helped 
him to secure work and apply his production management abilities to the aid of other 
small companies. 


Case No. 120: Surgical Instruments 

In trying to change from a craftsman shop to straight-line production, a 100-year-old 
surgical instrument manufacturing company got into serious difficulties. Chronically, it 
had no money to meet its payroll and owed $25,000 more than its assets. Government 
loans and taxes were seriously in default. The company had lost money steadily for two 
years. 

Because bankruptcy would have stopped production of urgently needed war items 
(surgical instruments, precision parts for bombs, etc.) and because of its obligation to assist 
New England industry, Development Corporation offered to lend a staff consultant on a 
part-time basis. 

The company was brought to a profit position. A large percentage of the outstanding 
creditors agreed to accept time payments. Substantial payments were made on delinquent 
taxes and government loans. Production costs were lowered by proper engineering; pro- 
duction was increased 300%. Fiscal and administrative management was improved. 
Creditors, customers, government agencies and other agencies and individuals put their 
shoulder to the wheel to turn the tide for this New England industry. 

As a direct by product of this effort, several creditors doing subcontract work for this 
industry were also saved from serious difficulties. Several of these independent industries 
are now calling upon Development Corporation for help in solving some of their own 
problems. 


Case No. 29: Machine Shop 


Anticipating war time curtailment of its usual production and for patriotic reasons, a 
medium-sized New England company expanded its machine shop facilities. Lacking ex- 
perience and contacts in its new operations, many difficulties arose. Development Cor- 
poration has assisted in establishing good contacts to assure steady flow of the right kind 
of war orders, in locating adequate shop supervisors, in attaining efficient production and 
currently in development of several new “post-war” projects to use facilities when war 
contracts are cancelled. 


After its third year of experimental operation, the Corporation reviewed what 
had been learned and charted its functions in order to promote their more orderly 
development. The accompanying chart is the result. 

The form of the chart pictures the essential service of the Corporation—that of a 
coordinating action agency. Its relatively small staff is supplemented and supported 
by the directors—all experienced business or professional men; and by the Advisory 
Committee, similarly equipped to aid. Thus the staff is increased to some 30 men 
and is of a character which, if employed on a commercial basis, would be beyond the 
means of any but the largest corporation. In the footnote to this page is a descriptive 
list of these two groups, showing their many connections.’ 

> New ENGLAND INDUSTRIAL DEVELOPMENT CORPORATION: 


Board of Directors 
Henry B. Cabot, Chairman of the Board, N. E. Industrial Development Corp. Director: State Street 
Trust Co.; Samuel Cabot, Inc. Member of Corporation, Peter Bent Brigham Hospital. 
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Arthur D. Cronin, Partner, Kaler, Carney, Liffler & Co. Director: Insurance Brokers Assoc.; Boston 
Executives Assoc. 

H. Nathaniel Dowse, Treasurer and Director, N. E. Industrial Development Corp. Clerk, Dennison 
Manufacturing Co. 

Ashton L. Goddard, Vice President and Asst. Treas., N. E. Industrial Development Corp. Manager, 
N. E. Mercantile Claims Division of Dun & Bradstreet, Inc. 

Francis G. Goodale, Clerk of Corporation, N. E. Industrial Development Corp. Member of the 
firm of Hill, Barlow, Goodale and Wiswall. Director: Aeolian-Skinner Organ Co., Inc.; Frost Coal 
Co.; Trustee, New England Fund. 

Jacob J. Kaplan, Member of the firm of Nutter, McLennen & Fish. Director: Arnold Glove Grip 
Boot Shops, Inc.; Beth Israel Hospital; Boston Municipal Research Bureau; Eastern Mass. Street Railway 
Co.; Federated Department Stores, Inc.; U. S. Trust Co. 

Erick Kauders, Partner and General Manager, Craig Machine Co. 

Richard W. Moulton, Factory Manager and Director, N. E. Confectionery Co. Director: Lovell & 
Covel Co. 

Maurice A. Park, Vice President and Director, The Marvellum Co., Holyoke. 

Wm. Leavitt Stoddard, President, N. E. Industrial Development Corp. Vice President, Lincoln and 
Therese Filene Foundation, Inc. Director: North Atlantic Packing Co.; Aeolian-Skinner Organ Co., Inc. 

Joseph Winterbotham (Vermont), Chairman, Vermont Industrial Agricultural Products Commission. 
Director: Pennoyer Merchants Co.; Pennoyer Commission Co.; J. H. Winterbotham & Sons—all of 
Chicago. 
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Alfred H. Avery, President, North American Chemical Co. Trustee, Boston University. 

Powell Cabot, Chairman, Mass. Development & Industrial Commission. Director, U. S. Employment 
Service in Massachusetts. 

John N. Eaton, Vice President, Merchants National Bank of Boston. 

John Wells Farley, Member of the firm of Herrick, Smith, Donald, Farley & Ketchum; Director: 
American Airlines, Inc.; State Street Trust Co.; Merrimac Hat Corp.; Nashua Mfg. Co. Member of 
Board of Overseers, Harvard College. 

Karl D. Fernstrom, Professor of Business Management, Department of Business & Engineering Ad- 
ministration, Mass. Institute of Technology. Vice President, North Carolina Shipbuilding Co. 

Arthur W. Forbes, Manager, J. C. Rhodes & Co., New Bedford (Subsidiary of U. S. Shoe Machinery 
Co.). 

Lincoln Filene, President and Director, Wm. Filene’s Sons Co. Director: Bloomingdale Bros. 

Ralph E. Flanders, President, Federal Reserve Bank of Boston. 

Herbert C. Hardy, Vice President, Mechanics National Bank, Worcester. 

S. St. John Morgan, Vice President and Director, State Street Trust Co. Director: Nashua Mfg. Co.; 
Bigelow & Dowse Co.; H. and B. American Machine Co.; Merrimac Hat Corp.; Pelzer Mfg. Co. 

Henry J. Nichols, President, Boston Chamber of Commerce. Vice President and Director, National 
Shawmut Bank of Boston. Director: Caribbean Sugar Co.; Dorchester Mutual Fire Insurance Co.; Mass. 
Div., N. E. Council; Powdrell & Alexander, Inc. 

Henry Parkman, Jr. In the Service of the United States. 

Henry B. Sawyer, Trustee: N. Y., N. H. & Hartford Railroad Co., Suffolk Savings Bank for Seamen 
and Others. Vice President, Boston Symphony Orchestra, Inc. Member Advisory Board, Mass. Investors’ 
Trust. 

Bayard Tuckerman, Jr., Member of the firm of OBrion, Russell & Co. Director: A. & J. Caldwell Co.; 
Boston Garden-Arena Corp.; National Rockland Bank of Boston; Ritz-Carlton Hotel Co. of Boston. 
Member, State Racing Commission. 

John T. Ward, Vice President (Technical Research and Power Sales) Boston Edison Co. 


Carl I. Wheat, Attorney-at-law, Washington, D. C. 
L. F. Whittemore, Assistant to the President, B. & M. Railroad, Maine Central RR. Director: Brown 
Co.; First National Bank of Concord, N. H.; Northeast Airlines, Inc. 
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The small permanent staff together with the directors and advisors form the 
permanent “brains” of the corporation. But this is not enough. On the right and 
left sides of the chart are listed both types of organization and specific agencies which 
can and do contribute to the analysis and solution of problems. It requires little 
imagination to realize the vast storehouse of knowledge which can be brought to a 
focus on the problems of an individual small industry through the utilization of 
such services. 

The services of the Corporation itself are shown in the five boxes in the lower 
center part of the chart. They are self-explanatory. 

The N. E. I. D. C. has frequently been considered a research organization. In a 
sense this is true, because it uses research constantly. But industrial research is of 
two kinds. One is technical research—chemical, physical, electrical, engineering, etc. 
This kind of research discovers new products and processes, new materials and tech- 
niques. The second is business or development research. Its object is to create busi- 
nesses on the basis of the things discovered by technical research. 

A new device lying on the scientist’s table in the laboratory is of no use to the 
world till business research has been applied and an industry has been developed to 
exploit the commercial opportunities latent in the device. 

The industrial growth of an area such as New England requires that these two 
types of research be joined into a program of deliberate exploration for new indus- 
tries. There is nothing novel about this. Many an existing industry is the result 
of this process. But till lately there has been no organized effort by the community 
to plan and carry out a program creating new industries. 

Today in the Pacific Northwest, such a program has been established. The em- 
pire builders of that area are planning a regional industrial future based on cheap 
electric power, threatening the industrial east with a competition never heretofore 
dreamed possible. The announced plan contemplates industries in these specific fields 
each carefully studied: Food; textile and fibre; apparel; furniture; paper; printing; 
chemicals; petroleum products; coal products; rubber; leather; stone, clay and glass; 
iron and steel; non-ferrous; electrical machinery; automobiles and equipment, mis- 
cellaneous. 

A central force in this amazing program is the Bonneville Power Administration, 
a division of the U. S. Department of the Interior. This public agency, supported 
by revenues derived from the sale of public power, works closely with the Northwest 
States Development Association, a body similar in purpose to the New England 
Industrial Development Corporation. A study entitled, “Pacific Northwest Oppor- 
tunities,” states that “the chief aim is to indicate a pattern of development so as to 
create a stronger and better balanced economy for the region, a more reasonable econ- 
omy that will eliminate waste of resources, and improve efficiency of resource utiliza- 
tion, add to wealth and raise living standards.” 

A plan similar in purpose for New England is beginning to emerge. Here is 
the oldest industrial region in the nation, a region still rich in natural resources— 
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those of the sea, of the forest and to some extent of the soil. Not as rich as the 
Pacific Northwest but richer in population, and in skills both of labor and manage- 
ment, than perhaps all other sections of the country. “Know-how,” another name 
for Yankee ingenuity, gives the world all kinds of gadgets, machines, machine tools 
and finely made industrial and consumer products. It will take the Pacific North- 
west at least a generation or two to equal New England in these respects. This is 
not the writer’s personal opinion. It is that of a development executive of that region. 

All this is of considerable interest to large companies considering decentralization 
as part of their postwar program. A free special confidential information service is 
provided to such companies. 

The development corporation idea has been slow in growth. The pioneer com- 
pany, the Baltimore Industrial Corporation, stood alone for many years. In various 
communities development groups started—and stopped—frequently organized as 
local “boosters,” or to provide capital for new industries. Few have deliberately 
sought to organize the resources of the community on a long-time basis in accord- 
ance with the program visualized by our Corporation. But in recent months, to 
judge by the inquiries received in our offices, the idea has caught on and leaders 
in many parts of the country are studying it. The Smaller War Plants Corporation, 
following an extensive field study which included the N. E. I. D. C. has adopted a 
policy of cooperation with such groups wherever they exist and of encouragement 
of the formation of new development groups where local conditions warrant and 
leadership exists. 

In the new industrial era which the country is now entering, our structure may 
well be sounder and more enduring as the result of this new type of practical in- 
tegration of industry with the resources of the local or regional communities whose 
economic welfare depends on constantly growing industry. 
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RELATION OF FEDERAL TAXATION TO THE 
FINANCING OF SMALL BUSINESS 


Witrorp I. Kinc* 


Are SMALL Enterprises NECESSARY? 

In recent years, politicians of all the leading political parties have shown great 
solicitude for small business. To paraphrase Lincoln, they doubtless love small 
businessmen because God made so many of them. 

Inherently, there is nothing laudable in the fact that a business is small. Indeed, 
the fact that it is small may mean that its management has been too incompetent 
to take advantage of the opportunities for expansion which have surrounded it on 
all sides. Therefore, the question naturally arises as to whether small businesses 
may be nothing more than the vestigial remnants of a passing era. Might it not 
be better for society at large if all small enterprises were either eliminated or ab- 
sorbed by larger and more efficient organizations? Would it not, in fact, be desir- 
able to have one huge corporation operate all the plants in an industry? Were 
this done, could not unit production costs be greatly reduced by employing the 
most modern equipment and techniques? 

The queries here made involve the basic issues concerning which socialists and 
adherents of free enterprise disagree. Socialists hold that the wastes of competi- 
tion are so enormous that there is little prospect of any great progress toward 
efficiency in production until they are eliminated. The socialists can correctly point 
to the fact that hundreds of thousands—perhaps millions—of new enterprises are 
started in the United States each year, but that, a decade later, eighty or ninety per- 
cent of these undertakings no longer exist, this train of failures representing a 
tremendous volume of wasted efforts and shattered ambitions. 

The advocates of capitalism have, of course, no alternative other than to admit 
these allegations. However, they contend that the advantages of capitalism are so 
great that they far outweigh its admittedly heavy costs. They point out that, in 
Russia, the only great nation experimenting with the socialistic system, production 
per man hour is certainly less than one-third as great as in the United States. They 
call attention to the destruction of individual liberty accompanying the adoption of 
fascism in Italy and Germany, and to the bungling ineptitude of governmental con- 


* A.B., 1905, LL.D., 1931, University of Nebraska; Ph.D., 1913, University of Wisconsin. Professor of 
Economics, New York University. Chairman of the Committee for Constitutional Government. Secre- 
tary of the American Statistical Association, 1924-1934. President of the American Statistical Association, 
1935. Economist for the National Bureau of Economic Research, 1920-1927. 
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trol of industry in the United States during the present war, and reiterate their 
desire to restore in this nation freedom of enterprise and freedom of competition. 

Experience indicates that the assumption of the socialists that efficiency generally 
tends to increase with the size of an enterprise is contrary to fact. Were this an 
economic principle, it seems highly probable that, despite the Sherman Law and 
other anti-monopoly statutes, most of the production of the nation would now be 
carried on by a few huge corporations. But such is not the case. What instead 
appears to be true is that, in a given state of the arts, each industry has its own 
optimum size of concern. For example, in the production of steel plates and strips, 
only the plant costing many millions can hope to compete successfully. The enter- 
prise turning out only a few thousand automobiles a year cannot produce cars as 
cheaply as can General Motors, Ford, or Chrysler, but the most efficient hub-cap 
manufacturer may make this specialty more cheaply than could any of the three 
companies mentioned, for the manufacture of this one item does not require a 
huge capital investment to secure the advantages of large-scale production. The 
chain stores have not been able to drive out the well-managed corner grocery 
operated by an individual proprietor. The quarter- or half-section farm has not 
been put out of business by the agricultural corporation owning thousands of acres. 
The millions of farms and stores and shops operating in the nation are not, there- 
fore, the outmoded remains of a disappearing system, but instead represent the par- 
ticular sizes of productive units best adapted to the existing state of science and 
organizing ability. 

As previously stated, in any given year in the United States, very many thousands 
of new enterprises are started. Yet the total number of enterprises is not changing 
rapidly. This indicates that the mortality rate approximately equals the birth rate. 
There is a constant and strenuous struggle for survival, and only the most efficient 
can hope to stay in business. At any given moment, some of the small concerns 
are on the way out. Others have reached their optimum size and are holding 
their own. Still others are on their way up. Many of our great corporations have 
developed from small beginnings. 

The desire of a successful businessman to monopolize a market is practically uni- 
versal. Yet, in the United States, we have little effective monopoly in the field of 
manufacturing, trade, or agriculture. Why? One of the reasons is that the big con- 
cern is always being challenged by the vigorous growing small concern. If, at any 
time, our industries actually come under the control of powerful monopolies, it is 
almost certain that the voting public will insist that they be controlled or owned by 
government. This would mean the substitution of fascism or socialism for capital- 
ism. It follows that the presence of large numbers of aggressive expanding small 
concerns is an essential feature of the competitive capitalistic system. It is, indeed, 
doubtful that, without the presence of such concerns, our enterprise system will 


long survive. 
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Sources oF Funps AVAILABLE TO SMALL ENTERPRISES 

It is an obvious truth that business expansion requires additional capital. There 
are but two ways of obtaining such capital: 

1. By inducing outsiders to invest in the business. 

2. By reinvesting part of the profits of the business. 

The large corporation commonly acquires funds by hiring some investment 
banking house to sell for it a new issue of securities. As a rule, however, invest- 
ment houses do not care to bother with issues involving merely a few thousands 
of dollars, hence small concerns are unable to utilize their services. Instead, any 
outside capital secured by a small enterprise must usually come from friends or 
acquaintances of the proprietor or promoter. 

To locate such “good angels” is, of course, no easy task. Very commonly, none 
exist. Furthermore, a man with a brilliant idea who has started a successful under- 
taking is likely to be very loath indeed to allow others to gain control of the enter- 
prise. To avoid this danger, he must retain more than half of the common stock, 
and raise funds either by selling preferred stock or by borrowing. If he borrows, 
he is likely later to find himself in financial difficulties. 

For the reasons just mentioned, the most certain, conservative, and desirable 
way for a successful small enterprise to secure additional resources is to save a large 
fraction of its own profits. Perhaps the most notable case of financing by this 
method is that of Henry Ford who, starting with a few thousands, built a billion 
dollar business without any new investment of outside capital. 

From the social standpoint, this method of expansion has the outstanding merit 
that it is available solely for those concerns that have turned out cheaply products 
much desired by the public. Concerns that cannot do this never have profits large 
enough to make possible rapid expansion. When free competition prevails, selec- 
tion for survival is therefore an automatic process based upon efficiency. This is in 
marked contrast to the situation which exists when some governmental bureaucrat 
or commission decides what enterprises are worthy of financial assistance. 

Recently, Henry Wallace emphasized the importance of having the Federal Gov- 
ernment stand ready to guarantee loans to small business concerns. There are two 
weaknesses inherent in this proposal. First, the lending of money to a business is 
often bad for the business, for it thereafter finds itself burdened with a load of 
fixed charges which tend to swamp it when a depression appears. Second, if the 
government guarantees the entire loan, the federal officials are likely to discover that 
it is no simple task to determine which small enterprises are good risks. If, on the 
other hand, the government guarantees but part of the loan, the would-be borrower 
will find it difficult to find a lender who will be ready to advance the remaining 
fraction of the loan, for, since those concerns requesting loans will tend to be those 
not well established, the prospective lender will consider the risk of default to be 
great. 
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Mr. Wallace states that the war-time experience with such loans has been satis- 
factory. It is, however, one thing to lend to a concern having an assured market 
for its products in the form of a federal order for goods, and another thing to lend 
to a concern which merely hopes to get orders. 

If instead of lending money to small enterprises, the Federal Government buys 
stock in the enterprise, it runs even more risk of never getting any adequate return. 
Furthermore, the government as a stockholder, would have a voice in directing 
the enterprise. Soon we might have the government in control—in which case we 
would have established a fascist rather than a capitalistic economy. 


TAXATION AS A BRAKE ON ExpANSION 


In the past, despite lack of aid from either investment bankers or government, 
numerous small business enterprises have started, flourished, grown, competed suc- 
cessfully with large enterprises, and, occasionally, have themselves become giant 
undertakings. Recently, there is complaint that this broad process of evolution has 
bogged down. Is this because outside props have been removed? Not at all. The 
trouble is that the Federal Government, in exercising its taxing power, has placed 
major obstacles in the path of progress.” 

Looking backward, we can now see that the decision of Congress in 1909 to levy 
a tax on corporate incomes held ominous portent for business, both large and small. 
True, the Act of August 5, of that year seems innocuous enough. The rate was 
only 1 percent on net income, and the specific credit of $5,000 which was allowed, 
helped out the small corporation. But if the Federal Government could levy a light 
tax, it could likewise levy a heavier one. When World War I came on, the 1918 
Revenue Act raised the corporate income tax to 12 percent, and an excess profits 
tax of 65 percent was levied on all net income in excess of 20 percent on invested 
capital. Now, in World War II, corporate incomes exceeding $50,000 are taxed at 
the rate of 40 percent, while the excess profits tax is 95 percent, with a ceiling of 
80 percent on combined corporate income and excess profits taxes. The very small 
corporation is, however, favored by the fact that $10,000 of excess profits is exempt 
from the tax; furthermore, small corporations having incomes of $50,000 or less are 
taxed at rates ranging from 25 to 4o percent (exclusive, of course, of excess profits 
taxes). 

To a large, mature corporation an exemption of 8 percent on invested capital 
may make the excess profits tax seem mild. By contrast, to the small concern de- 
pending for growth upon plowed-in earnings, such a tax may be paralyzing. It 
is now proposed that the amount of corporate annual income exempt from the 
excess-profits tax be increased from $10,000 to $25,000. Such a move would be a 
step in the right direction, and would help most small corporations. However, 
even with this additional leeway, no such meteoric rise as that of Henry Ford could 
possibly occur. A modest rate of growth would be the most that could take place. 


1 See, at the end of this article, the taxation recommendations of the Small Business Advisory Com- 
mittee. 
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Such a tax system tends, therefore, to protect from the annoying inroads of upstart 
rivals the large corporation which is resting on its oars. Also it prevents society 
from receiving the full benefits of the new ideas which have made these upstarts 
successful. 


Is Taxation oF Business Sounp Po.icy? 


A question which may be raised at this point is whether there is any legitimate 
excuse for levying any tax whatever upon corporations. The idea that the corpora- 
tion is especially indebted to government because it is chartered by government 
seems specious. The corporation is merely a special form of limited-liability partner- 
ship, the privilege of organizing which ought to be an inherent part of any system 
of free enterprise. To pay the government for not interfering with such a con- 
tractual arrangement is much like paying a gangster for “protection.” Government 
recognizes the ordinary partnership, as being merely an association of individuals, 
and taxes each partner on his share of the profits. In reality, the corporation is 
also merely an association of individuals, and, logically, its income ought to be dealt 
with on the same basis as the income of the partnership. 

Logically, those who believe in the ability-to-pay principle ought to oppose the 
taxation of corporate incomes, for taxes on such incomes can take no cognizance of 
the fact that a dollar may have much greater utility to one person than to another. 
The rich stockholder and the poor stockholder each pay the same tax per share. 

One feature of our present tax set-up is obviously unfair—that is the taxing of 
the total net income of the corporation and the later taxation of the dividends paid 
out of such net earnings to individuals. Clearly, this is double taxation, and it 
hampers the corporation in competing with unincorporated enterprises. 

One of the reasons for taxing corporations rather than ifdividuals is to get the 
corporations to act as tax collectors for the government. However, this advantage 
largely disappears when individual income taxes are collected from the multitudes, 
for it requires no more red tape to collect a larger than a smaller tax from each 
person. 

The plain truth is that the chief reason for taxing business enterprises is to get 
more feathers with less squawking. The reason that this can be done is that the 
consumer of a concern’s products rarely realizes that a tax paid by the enterprise 
costs him anything. 


Taxes on Output 


In war-time, when taxation ought to be very heavy, there is much to be said in 
favor of such hidden taxes as levies on corporate gross receipts or as excises collected 
on articles at their places of manufacture. However, any hidden tax is a direct 
incentive to governmental waste and extravagance; hence, in peacetime, the use of 
such taxes ought to be confined strictly to the raising of money for the purpose of 
liquidating public debt. 

Objection is often made both to excise taxes and to retail sales taxes on the 
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ground that such levies are not progressive—that is, they do not bear more heavily 
upon the rich than upon the poor. In view of the fact that our income tax on 
individuals is extremely progressive, this characteristic of taxes based upon sales 
must correctly be thought of as a merit rather than as a demerit. 

Taxes on sales or on gross receipts also have the good feature of not penalizing 
efficiency. By contrast, all progressive income taxes or excess-profit taxes on busi- 
ness tend to slow down production, and encourage waste and extravagance. Only 
to the extent that he is actuated by patriotic motives is any corporate manager likely 
to work hard to keep down expenses and increase profits, if he knows that the 
corporation will be allowed to keep but a small fraction of the amount saved. 
Therefore, such progressive income and excess profit taxes can be justified, if at all, 
solely on the ground that, in much of war production, there is but one customer— 
the Federal Government—and that there is no possibility of negotiating contracts 
on a competitive basis. In peacetime, such taxes have no legitimate excuse for 
existence. 

It is indeed hard to make a case for any kind of peacetime taxes on corporate 
incomes, and it is therefore, not surprising to find that some of the people who 
have been devoting attention to postwar planning advocate the complete abolition 
of such taxes. 

Inpivipuat-INcoME TAXATION veRsUs CorporATE-INCOME TAXATION 

Surprisingly enough, however, their proposals are often received without en- 
thusiasm by the executives of large corporations. Why? 

The answer is that these men know that any taxes taken off corporate income 
will, in all probability, be put upon individual income. They are also aware that 
persons having small incomes are numerous; persons having large incomes are few. 
Therefore, the most probable result of taking taxes off corporate profits will be to 
keep in existence after the war confiscatory taxes upon persons in the upper income 
brackets. If this is done, what will be the effect upon the financing of business? 

A recent study” by the present writer shows that most of the funds used to buy 
new issues of securities put out by corporations and municipal and state govern- 
ments come from the savings of those persons having incomes of $5,000 or over. 
The study shows that, as a matter of fact, in each of the years from 1919 to 1939 
inclusive, all persons in this group, after paying their federal income taxes and 
after using about $3,000,000,000 for current living expenses, tended to invest some 
74 percent of all their remaining income in newly floated securities. The evidence 
for this conclusion rests on the fact that, by applying this simple formula, one can 
estimate within an average error of 20 percent the total value of new securities 
floated in any of the years covered by the inquiry. It appears, therefore, that tak- 
ing the taxes off corporate incomes, while keeping crushing rates on the incomes 
of well-to-do individuals, is likely to make it very difficult for large corporations to 
do the financing necessary to expand their operations. This may force them to go 


? Kino, Ratsinc THE WorKINGMAN’s SCALE oF Livinc (Comm. for Constitutional Gov’t, 1945). 
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to the Federal Government for financing, and in this way lead to the demise of 
free enterprise and the advent of a fascist economy. 


But how would continued confiscatory taxation of large incomes affect the small 
concern that is unable to float its securities through investment bankers? The 
obvious answer is that its difficulties are- intensified even more than are those of 
the large corporations. The latter might be able to obtain some funds from in- 
surance companies; the small corporations would not be likely to have this oppor- 
tunity. The small corporation’s chances of selling stock to individual acquaintances 
would be greatly reduced. Hence, the retention of anything like the existing scale 
of surtaxes on individual incomes is likely to make outside financing for small cor- 
porations very difficult, and compel them to depend for expansion mainly upon 
their own profits. Of course, abolition of corporation taxes—especially excess-profit 
taxes—would enhance the possibility of their having profits sufficiently large to make 
a reasonable amount of plowing-in feasible. 

Shifting of the corporate tax burden to individual incomes would hit hard the 
unincorporated business, for, in such an enterprise, no clear-cut distinction exists 
between the individual’s personal income and his business income. Any business 
saving comes directly out of the proprietor’s pocket. Heavy surtaxes, therefore, re- 
duce the amount that a proprietor or partner can invest in his enterprise, and so 
prevent the successful small business from growing rapidly into a large undertaking. 


Has Taxation Lep to Hoarpine? 


In recent years, we have heard much about heavy taxes discouraging investment 
and leading to hoarding of idle funds. Careful statistical investigation yields no 
evidence supporting the hoarding theory. Apparently this theory has been built 
mainly upon the erroneous hypothesis that a growing volume of bank deposits, 
accompanied by a reduced volume of security flotations, must mean hoarding. In 
reality, the two phenomena are almost entirely unrelated. Bank deposits have 
grown merely because the government has sold bonds to the banks and thus avoided 
the necessity of levying taxes. As long as the government does not retire its bonds, 
the deposits will remain in circulation. 

That the increase of deposits is entirely unrelated to the question of unwilling- 
ness to invest is made evident if one considers what would be the result if a law 
were enacted and enforced requiring every depositor immediately to invest all of 
his deposits. The result would, of course, be the purchase of many billions of dol- 
lars worth of securities and real estate. However, after the buying was completed, 
the volume of deposits would be the same as it was before the investing began. 
Every purchase would mean a sale. The deposits would change hands, but their 
total volume would remain undiminished. 

As noted above, the small volume of investment in new securties during the 
decade 1930 to 1940 was caused, not by any reluctance to buy or any reduction in 








378 Law anp CoNnTEMPORARY PRoBLEMS 


the usual proportion of surplus funds invested, but solely by lack of the wherewithal 
with which to purchase securities. 

The fact that prospective returns on invested funds are low does not necessarily 
discourage or prevent the investment of accumulated funds. Beggars can’t be 
choosers. Hence, if no favorable opportunity is available, the investor is likely to 
take a meager return rather than to let his funds lie idle. However, low rates of 
return doubtless tend to discourage saving, and thus to reduce the future supply 
of funds available for investment. 


Tue Errect oF Taxation Upon Risk TakInc 


Americans are naturally a venturesome race. If profits are untaxed the man con- 
templating a new undertaking may figure that there is a “fifty-fifty chance” that 
all money put into the enterprise will be lost. However, if it is successful, the 
profits may be enormous. He takes the chance. 

If, however, the law provides that all profit above 10 or 20 or 30 percent is to 
be taxed away, no intelligent person would consider taking such a risk. Under 
such circumstances, it is obviously wiser to conserve one’s resources by sticking to 
3 percent bonds and reasonable safety. 

Persons engaged in the investment business say that our present tax laws have 
had a marked tendency to eliminate risk taking on the part of both individuals 
and corporations. If a small corporation develops a new line of products which 
proves very profitable, excess-profits taxes will eat up most of the revenues. How- 
ever, if the venture results in a loss, the stockholders must bear the brunt—the gov- 
ernment is interested only in case there are gains. 

This tendency to eliminate risk taking may have serious effects on our econ- 
omy. Most people believe that one of the chief forces making our country the 
outstanding industrial nation of the world has been the willingness of American 
entrepreneurs to try their luck on promising ventures small or large. Do we want 
now to substitute the safe and sure policy which, in the past, has typified European, 
not American industry? If so, will not our industry become static rather than 
dynamic? 

As we have seen, it is to the advantage of the nation as a whole to have ever 
in action a large number of vigorous efficient small business enterprises, always 
forging ahead and threatening the grip on any field of industry of any group at- 
tempting to monopolize the area. To assure that this state of affairs will continue, 
we must encourage the plowing-in of profits and the investment of new funds in 


such enterprises. 


Wuo Are THE BENEFICIARIES OF INVESTED CAPITAL? 


A point too frequently overlooked is that funds invested in business work just 
as truly for the general public as they do for the owner or owners of the enterprise. 
The computing scales in the grocery store, the buffing machine in a shoe-repair 
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shop, the great press in an automobile factory are all helping to make goods cheaper 
for their ultimate users. As a matter of fact, these devices usually save for the cus- 
tomers many more dollars than they ever pay to the owners. It follows, therefore, 
that society is benefited most by whatever policy is best designed to provide enter- 
prises big and little with the maximum amounts of tools and equipment. That 
policy will do this most effectively which will lead to the most saving and invest- 
ment in industry. What réle, then, ought taxation to play in this connection? 


Why Tuere SHoutp Be No Tax on Savinc 


Clearly, one thing that it ought not to do is to discourage thrift and saving. 
This principle makes it evident that the tax on undistributed profits was one of 
the most positively anti-social levies ever devised. Since, as we have seen, it is the 
prosperous classes who do most of that individual saving which results in financing 
enterprise, it appears that heavy surtaxes on incomes in the upper brackets also 
tend to dry up the sources of investment capital, and thus prevent national progress 
toward higher incomes for all classes. 

These taxes are justified by their advocates mainly on the ground that they pre- 
vent wasteful extravagance on the part of the rich. Is there any principle of tax- 
ation which will not slow down progress, but which will, at the same time, tend to 
lessen vulgar display of the power to throw money away on trivialities? The 
answer is yes. All that is necessary is to stop taxing savings! 

According to this principle, as long as an enterprise uses its earnings to further 
the process of producing goods for the public, such earnings ought not to be taxed. 
Similarly, no individual ought to be taxed on any part of his income invested in 
enterprise and thus devoted to the public weal. On the other hand, there is no 
reason why the individual should not pay a substantial tax on that part of his in- 
come devoted to consumption. When he can afford to spend freely on luxuries, 
he can presumably afford to share with the government. 

Two perfectly feasible devices for taxing consumption and avoiding the taxation 
of savings are available. 

1. There may be levied excise or sales taxes with rates highest on luxury articles. 


2. Dependence might be placed upon an income tax resembling our present tax 
in progressiveness, but exempting from taxation all savings invested during 
the year. Irving Fisher has shown that such exemption would not complicate 
materially the problem of computing the individual's tax.5 

Were all saving, both corporate and individual, made exempt from taxation, the 

difficulty of financing any necessary expansion of a successful business enterprise 
would be greatly reduced. In the case of corporations of all sizes, outside financing 
would be made easier, for the enlarged amount of after-tax income in the hands 
of prosperous individuals and the additional incentive to save and invest such 
income would facilitate the flotation of new security issues. Furthermore, the ex- 


* Fisuer, CoNsTRUCTIVE INCOME TAXATION (1942), ch. 1. 
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emption from taxation of income not distributed in dividends would give more 
opportunity for using internal savings to enlarge the business. In the case of the 
unincorporated business, the owner or owners would find no tax obstacles prevent- 
ing the expansion of their business at as rapid a rate as its income would permit. 

Since exemption of savings from taxation would necessarily mean higher taxes 
on consumption, the almost inevitable temporary result would be more saving and 
less consuming. This would increase the national supply of capital, and this in- 
crease would, in turn, cause business to flourish and tend to enlarge production 
and hence the national income. As the per capita income increased, the burden of 
taxation would gradually become easier to carry, and the proportion of the income 
available for consumption would expand. From the standpoint of the nation as a 
whole, therefore, the policy of exempting all savings from taxation appears to be 
the logical one to follow. 





TAXATION RECOMMENDATIONS OF SMALL Business ADvisory COMMITTEE 


[By the Editor: After Professor King had sent in the foregoing article on the relation 
of federal taxation to the financing of small business, the Small Business Advisory Com- 
mittee completed its preliminary study of some of the problems of small business and 
issued its report to the Secretary of Commerce." The report of this committee of busi- 
nessmen is so timely” with respect to Professor King’s discussion that its taxation recom- 
mendations are reproduced below in full.] 


It was not possible for the Committee, with the limited time and facilities at its 
disposal, to make an exhaustive study of a field as complicated as that of taxation. 
However, in the light of its study and of the experience of its members, a state- 
ment of the general objectives of the tax system can be made, and certain inequities 
in the present tax structure can be indicated and remedies suggested. Moreover, in 
general terms the course which future tax policies should follow can be outlined 
and possible lines of inquiry and research suggested. 

In the conversion and transitional period, the main problem is believed to center 
about corporate taxes; and discussion is, accordingly, limited to this field. The 
effect of taxes on unincorporated as well as incorporated business must be examined 
carefully in establishing a sound tax structure in the post-war era. 


General Objectives of the Tax System 


1. It should provide adequate revenue to protect the credit of the United States 
and safeguard the monetary system. 


“Report oF SMALL Business Apvisory COMMITTEE TO THE SECRETARY OF COMMERCE (May 15, 
1945). 

> At about the same time, the House and Senate’s Joint Committee on Internal Revenue Taxation 
for Post-War issued its report containing tax recommendations in many respects similar to those of the 
Committee. See Commercial & Financial Chronicle, May 24, 1945, Pp. 2309, 2314-2315. 
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2. It should not impose burdens on business which restrict expansion of pro- 
duction and employment, discourage the opening and development of new 
and small business, affect adversely the competitive position of small as com- 
pared to large business, or influence business decisions unduly. 

3. It should distribute the tax burden equitably among all income levels insofar 
as that is consistent with objective No. 2. For example, the tax burden must 
not fall so heavily on any group as substantially to affect incentives to pro- 
duce or invest or to restrict unduly the demand for consumer goods. 


It is the opinion of the Committee that the present tax structure violates particularly 
the objectives as set forth in No. 2 above. Unless modified it will impose serious 
burdens on all business. On the surface, these burdens seem to apply equally to 
all sizes of business, but in effect they rest much more heavily on the smaller firms 
in the business community. Specifically, the present tax structure renders difficult 
the successful and quick conversion of small business to peacetime production and 
the launching of new firms, and tends to inhibit the growth of established small 
business. 


Conversion and Transitional Period 


Wartime tax measures which tend to prevent the reinvestment of profits have 
been particularly burdensome to small business concerns. Such firms, without access 
to the money market for equity or loan capital and with definite needs of liquid 
working capital for conversion and to tide them over the transitional period, will 
be faced with serious, and in some cases insurmountable, problems, unless the pres- 
ent tax provisions are liberalized. In addition to some relief from heavy taxes, steps 
should be taken to make immediately available certain funds which under the cur- 
rent tax provisions would eventually be turned over to business concerns. 


1. Excess Profits Tax 


The Committee is heartily in favor of the objective of taxing away war 
profits through an excess profits tax. However, the present tax is particularly 
burdensome to those small companies which cannot establish satisfactory pre- 
war earning averages or which have small capitalizations in relation to busi- 
ness volume. 

Such companies may find themselves without sufficient liquid capital for con- 
version and transition. Many firms will be faced with the necessity of financ- 
ing the liquidation of their war business while at the same time financing 
conversion of plants, development of new products, and creation of new mar- 
kets. Under these circumstances, even those companies which by customary 
standards seem to have satisfactory liquid positions may find in reality that 
their liquid working capital falls far short of their needs. 

It is recommended, therefore, that the excess profits tax be modified to permit 
small businesses to build up adequate liquid working capital and to provide 
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a means by which funds rightfully theirs under the present tax structure will 
be made immediately available. 

Specifically, it is proposed that the present tax legislation be changed in the 
following ways: 

a. Increase earnings exempt from excess profits tax from $10,000 to $25,000 
effective January 1, 1946. The stimulating effect which this would have 
on production suggests that loss of revenue sustained by the Treasury 
would not be substantial. 

b. Repeal the excess profits tax effective at the beginning of the year fol- 
lowing the end of hostilities with Japan. 

c. Permit corporations to take their 10 percent excess profits tax credit for 
1944 and subsequent years as a deduction against tax payments for 
those years. 

d. Advance maturity of bonds representing 10 percent excess profits tax 
credit for 1941 through 1943 to January 1, 1946. 

e. Modify immediately the carry-back provisions to permit postponement 
of current tax payments on the previous year’s taxes to the amount of 
estimated refunds accruing under present provisions as a result of sub- 
normal earnings. 


2. Speed Up Amortization Refunds 


In order to speed up refunds resulting from recomputation of the special five- 
year amortization provision for war facilities, it is recommended that claims 
be allowed within ninety days from the date of filing. Allowances would be 
based on taxpayers’ claims and returns and would be subject to recovery if 
later shown to be erroneous. 


. Modification of Carry-back Provisions Applying to Deficits 


In order immediately to make available liquid working capital which would 
eventually belong to the company under the present law, it is proposed that 
firms be permitted to postpone current tax payments on the previous year’s 
taxes to the amount of estimated refunds accruing as a result of current 


deficits. 


. Tax Reduction 


Only 1.a. of the above proposals would result in a reduction in taxes before 
the end of the Japanese War. 

An analysis of the problems which will face small firms with limited capital 
at their disposal will, it is believed, indicate the necessity of further tax relief 
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if such firms are to weather the conversion and transitional period satisfac- 
torily. 

a. For a small firm, one government contract may bear a very large rela- 
tionship to its total volume of business. The impact of cutbacks and 
cancellations is likely to be much sharper for the small firms and in- 
volve more serious problems of readjustment. 


b. Almost over night, small firms will be faced with the necessity of 
financing the conversion of their plants, of developing new products 
and of creating new markets. Small firms have had little opportunity 
to prepare in advance for these changes. In general, they have not been 
able to engage in extensive research on new products, nor have many 
of them been able to keep open their regular distribution channels 
through good will advertising during the war period. On the other 
hand, large companies have been able to engage in extensive research 
and to expand their advertising budgets, the costs for which have been 
considered legitimate deductible expenses. 

c. The risks which small business runs in developing new products and 
markets are relatively very large, for these businesses must concentrate 
on a few products and markets and they lack the benefits of diversifi- 
cation which large business enjoys. 


In summary, then, as compared to large business, small firms are likely to be 
faced with problems of more rapid conversion, their problems of developing new 
products and markets are greater, and their risks are very much higher. 

The Committee recognizes that the Treasury’s revenue needs will continue high 
for many years. Considering the problems faced by small business, it is believed 
that business taxes rest with disproportionate weight on this segment of the busi- 
ness population, and it is urged that steps be taken to effect a reduction. 

It is recommended, therefore, that the Department of Commerce study the de- 
sirability of reducing, as of January 1, 1946, normal taxes and surtaxes. Such reduc- 
tion might be effected by reducing the current rates, by graduating the present rates 
so that the maximum applies at a higher earning level, or by a combination of the 
above. Consideration might also be given to the possibility of a small exemption 
of earnings from normal taxes and surtaxes, the size of which might be related to 
the total number of workers employed. 


Post-War Period 


The Committee is unable at this time to recommend a tax structure for the 
post-war era. Any recommendations on this subject must depend on careful con- 
sideration of future national income and budgetary requirements. It is clear that 
the post-war tax structure should seek to create an environment in which the launch- 
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ing of small business is not discouraged and in which small business can grow and 
maintain its independence. 
As two of the many steps needed in this direction, the Committee recommends 
that the proper authorities: 
1. Repeal capital stock tax and declared value excess-profits tax which are par- 
ticularly burdensome to small business and complicate the tax system without 
providing substantial revenue to the Treasury. 


2. Permit carry forward of business losses for a period of six years. 

In addition, it is recommended that studies of an integrated corporate and per- 
sonal tax system, which will meet the requirements of the objectives set forth, be 
undertaken. 

The following are some of the questions which should be analyzed: 

1. Effect of various types of corporate, business and personal taxes on produc- 
tion and employment. Particular attention should be given to the effect on 
all types of taxes on the birth, growth and independence of unincorporated 
businesses. 

a. Need for greater flexibility in treatment of depreciation charges and 
for accelerated depreciation charges. 

b. Need for provision permitting the carry forward of losses for unin- 
corporated business for a period of six years. 

c. Consideration of capital gains tax. 

2. Methods of eliminating double taxation resulting from taxes on corporate 
earnings and on dividends received by stockholders. 


a. Through a system of taxing undistributed earnings only. 

b. Through a corporate tax considered only as a withholding levy. 

c. Through extending to corporations the privilege of being taxed as 
partnerships. 


The Committee believes that the Department of Commerce can play a most 
important role in assisting in the development of a tax structure which does not 
create heavy burdens for business, small and large. 

1. There has been very little research on tax problems designed to test the 
impact of taxes on small business. To some extent this has been due to lack 
of readily accessible data and to lack of definite interest on the part of re- 
search agencies. The Department of Commerce should seek to: 


a. Determine data necessary for such analysis. 


b. Encourage research which will show empirically the impact of current 
or proposed federal tax legislation on small business. 

























RELATION OF FEDERAL TAXATION TO THE FINANCING OF SMALL BusINEss 


385 
2. Maintain contact with small businessmen and groups in order to obtain their 
views on tax problems. 


3. Represent small business in discussions on tax matters with the Treasury, 
legislative committees and other agencies concerned with tax problems. 


4. Stimulate and correlate research on small business tax problems in private 
agencies, state commissions and university research bureaus. 


5. Assist the Department of the Treasury in working with State commissions 
in order that Federal and State taxes which bear on business may be corre- 
lated and that greater uniformity of State tax legislation may be obtained. 
Too frequently State taxes are imposed with regard only to revenue and 
without regard to the combined impact of Federal and State taxes on busi- 
ness or on the flow of goods among the states. 


. Publicize the tax problems of small business. 








THE ROLE OF THE COMMERCIAL BANK 


James E, Drew* 


The chartered banking system is ready to answer the question “Can Private 
Enterprise Meet the Post-War Needs of This Country” so far as credit is concerned. 
Far in advance of the time when actual credit is needed for reconversion and post- 
war expansion the banks of this country are setting up new and additional facilities 
that will mobilize the banking resources of the nation and make them available to 
industry, agriculture and business, particularly small business. 

The growth and prosperity of small business have long been of vital concern to 
the banks as by far the greater part of the business of all banks, day in and day 
out, is with small enterprises. Banking itself is small business. Approximately 86 
percent of the insued commercial banks of the country have deposits of less than 
five million dollars and the deposits of 43 percent are less than one million dollars. 
Being such a major part of the small business economy, bankers know that small 
business is the backbone of this country and that it must be perpetuated. 


Bankinc’s Pre-War Lenpinc Recorp 

The history of banking shows that banks have frequently been criticized for 
having made credit too easy, thereby encouraging speculation in real estate, securi- 
ties and unsound enterprises. It was only during the latter part of the 30’s that 
banks were criticized because of the belief that they did not make loans freely, 
particularly to small business. 

We as bankers felt that on a nationwide basis the banks were making loans and 
were doing a good job. We realized, however, that this opinion must be supported 
by factual evidence and accordingly national surveys of bank lending activities were 
undertaken. The most recent survey, that made in 1940—the last full business year 
before the war—revealed that the reporting banks handled more than 24.5 million 
credit transactions for a total of 39 billion dollars. This represents about 80,000 
credit transactions each banking day. Significant, too, was the fact that this survey 
proved that the average new loan was $1,787 and the average renewal was $1,400. 
This is small business. 


* A.B., University of California, 1921. Deputy Manager, American Bankers Association. In charge 
of public relations for the Association’s Post-War Small Business Credit Commission and Committee on 
Service for War Veterans. Also Secretary, Public Relations Council and Country Bank Operations Com- 
mission. Formerly: director of public relations, California Bankers Association; Vice-President, American 
Trust Company, San Francisco. Past President, Trust Division, California Bankers Association. 
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Wartime Activities 


The war brought changes in this picture. It of course brought many curbs on 
bank credit for general civilian purposes such as the production and distribution of 
consumer goods. Banking itself, through the American Bankers Association, advo- 
cated curtailing loans for other than defense purposes as early as May, 1941, and 
four months later the Government adopted a policy restricting bank credit for non- 
military activities, under what is known as Regulation W of the Federal Reserve 
Board. 

During 1942 and 1943 the Association conducted an aggressive campaign urging 
banks to make loans for war production and for essential civilian supply. Many 
of these loans were made by banks on their own responsibility and without guar- 
anty. Others were made under Regulation V, VT and other forms of Government 
guaranty or participation. 

The guaranty or insurance of war loans is quite a different matter from the 
guaranty and insurance of loans in times of peace. It was generally believed that 
wars are undertaken by Government on behalf of all its citizens and the unpre- 
dictable risks of war therefore must necessarily be borne by all the people through 
their Government. This became a part of our national policy. 

However, it is indicative of banking’s determination to stand on its own feet 
and make its own loans whenever possible, even in time of war, that reports for as 
late as June 30, 1944, a peak war production year, show that approximately 80 
percent of the number of loans made by banks for war production purposes were 
made without Government guaranty. 


Post-War ProcraM 


Banking like most businesses faces a problem of reconversion. War changes 
nearly all the rules and practices of peacetime operations. When wartime controls 
and guaranties are removed and the Government ceases to be the ultimate buyer of 
a major share of all the country produces, bankers, farmers, laborers and business- 
men must do everything possible to see that free enterprise is given the opportunity 
to function for the good of the country and the welfare of the people. Banking 
recognizes the necessity of this reconversion and is making definite and practical 
plans for accomplishing it. 

Banking started to prepare for the demands that would be made upon it in the 
reconversion and post-war periods late in 1943, and it did this while still providing 
vital wartime services to the nation. At that time various committees of the Amer- 
ican Bankers Association made special studies in the field of small business. Out 
of these studies came a recognition of the need for a long range, coordinated, and 
effective plan to assist banks swing from a wartime performance to a maximum 
peacetime operation. The result was the organization in July, 1944, of the Post- 
War Small Business Credit Commission during the administration of A. L. M. 
Wiggins, President, Bank of Hartsville, Hartsville, South Carolina, and at that 
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time the President of the American Bankers Association. This Commission is 
composed of 42 members -representing every trade area and all kinds and sizes of 
banks. 

The Commission will assist the commercial banks of the country in reconverting 
from wartime operations and resuming the fundamental banking business of mak- 
ing loans for constructive peacetime purposes. 


Crepit Poticy 


One of the first steps of the Commission was to promulgate a credit policy, the 
fundamentals of which have been practiced by banks for years, and to give it im- 
petus and new significance. It declared that it would see that every competent 
man, firm and corporation needing bank credit for some constructive purposes that 
would serve the enterprise economy of our country would get it—and in adequate 
amounts and for sufficient lengths of time to do the job. 

This policy is backed by a determined pledge that if the individual banks can- 
not grant the credit, the bankers will stay with the applicant and see that he gets 
the money from some other bank or group of banks. 

In setting forth this policy, however, the Commission made it clear that it did 
not advocate the making of reckless loans, recognizing that such loans are of no 
benefit to the borrower, the bank or the community. Experience has proved that 
too much credit or credit to persons who lacked ability and integrity had a dis- 
astrous effect on the entire economy of the community and was particularly de- 
structive to small business. 

And history proves that capital and credit are not the essential requirements of 
small business. The main ingredient of success for the small enterprise is com- 
petent management. 

Bankino’s Five-Pornt Procram 

This credit policy is being carried into effect in an ever-enlarging area through 
the operation of a five-point program adopted by the Commission. This is being 
carried down to the grass roots by organized banking operating through state, 
county and local bankers’ associations. It is already substantially established and 
there is abundant evidence to prove that it is working successfully and to the benefit 
of small business. 

Briefly, the five-point plan of action calls for: 

(1) A comprehensive program of education and information for bankers and 


the public. 
(2) Applying the term loan principle to the needs of small business. 


(3) Establishment of small business loan facilities in banks having a volume 
sufficiently large to justify such segregation. 
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(4) Expansion of existing correspondent relationships facilitating the extension 
of credit by smaller banks with assistance from their correspondents. 
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(5) Formation of voluntary bank credit groups when and where local banks 
feel the need of implementing and augmenting existing sources of credit. 


EpucaTION AND INFORMATION 


In talking about anything connected with the post-war period the average man 
on the street contemplates with eager curiosity new miracles born of American 
genius—undreamed of uses for plastics, streamlined transportation, television and 
other products of alluring promise. The temptation is to assume that everything 
in the post-war period must be new and different and that the old must be scrapped. 
That is not true generally of banking and bank credit. The fundamental prin- 
ciples that built this country and the basic factors that helped banking create and 
develop American business and industry for generations will be retained. 

We will, however, be quick to adapt former methods to new needs and adopt 
new techniques. When there is a need on the part of the people for a new service 
we recognize that banking must be prompt in meeting that need. 

It is not reasonable to expect that the 12,000 country banks—the small institu- 
tions—will use or will it be necessary for their officers to become expert in all the’ 
intricate financing techniques employed by specialists in the larger metropolitan 
institutions. 

The Commission is, however, making available in a variety of ways accurate 
information and practical guides regarding credit methods that will have general 
acceptance and use. A large part of the program will be devoted to informing 
banks regarding new developments in the credit field. 

Typical of this and symbolic of the progressive spirit of modern banking is a 
manual on Airplane Financing recently issued by the American Bankers Associa- 
tion. Likewise, a manual on Home Appliance Financing recently distributed is 
designed to gear the operation of banking to the early reconversion needs of its 
customers. While many bankers are already expert in these fields, it is recognized 
that others will be called upon for the first time in the days ahead for services which 
they heretofore believed were outside their immediate field of operation. 

Merchandising plays an important part in banking’s program for small business. 
Every bank is being urged to merchandise vigorously its credit and services. Too, 
its officers and members of its staff are calling on their customers in an ever- 
increasing number, carrying banking service to the very doorstep of small business. 
Advertising material and sales guides are constantly being provided to assist the 
banks in enlarging the number and variety of their services to the people of their 
communities. 


Term Loans 


The application of term loan procedure to the needs of medium-sized and small 
businesses is one of the most important planks in banking’s post-war credit pro- 
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gram. Because it is comparatively new and little has been written on the practical 
or technical side of its operation, considerable space is devoted here to a compre- 
hensive discussion of this important lending technique. 

A term loan is generally defined as a loan repayable in regular installments and 
having a final maturity exceeding one year, evidenced by a note or notes issued 
under the terms of a formal agreement between the bank and the borrower. These 
loans usually run from one to five years although some are made for as long as ten. 

Term loans by banks in the middle of 1941 are estimated to have exceeded $2 
billion, an amount equal to almost one-third of the total industrial and commercial 
loans. These term loans were first made to large concerns but the late 30’s saw a 
decided change in their use. As additional banks entered the field, more and more 
term loans came to be made to smaller concerns. 

Educational programs have already been started by the American Bankers Asso- 
ciation and the Association of Reserve City Bankers designed to acquaint banks 
and borrowers and the counsel of each with factual information regarding the 
character and use of term loans and the essential factors that should be considered 
in the loan agreements. 

For many reasons the term loan is a particularly appropriate method of financing 
small business under the unusual conditions which will exist during the transition 
period when extraordinary adjustments will be required. Many businesses during 
the post-war period will require financing for the purpose of modernizing existing 
facilities, acquiring facilities owned by others, acquiring new machinery and equip- 
ment in order to produce new products or reduce production costs, and for many 
other purposes that could not be adequately financed by short-term credit. 

Each term loan is carefully negotiated and designed to fit the needs and require- 
ments of that particular borrower. These loans are based primarily upon the abil- 
ity of the borrower to repay the loan out of earnings and are generally designed to 
have the loan paid by final maturity. They may be secured or unsecured. 

Since each loan might be said to be tailor-made, each loan agreement must like- 
wise be tailor-made. No standard form of agreement can be drafted, but there are 
certain clauses that should be considered before drafting any term loan agreement. 
A brief review of some of these clauses will serve to clarify the nature of these 
loans and the points to be considered in negotiating them. 

Because the bank’s funds are risked, the term loan agreement should contain 
reasonable safeguards and should provide reasonable remedies to the bank if the 
terms of the agreement are violated. These safeguards take the form of both affirm- 
ative and negative agreements. 

The most common protective provisions are those relating to maintenance of 
a minimum working capital, non-pledge of borrower’s assets, limitation on bor- 
rower’s total debt and collateral. 

The agreement should contain a provision requiring the borrower to maintain 
a minimum working capital. This provides assurance that the lender will have an 
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opportunity to take protective steps before too much of the borzower’s liquid assets 
is consumed by continuing operating losses. The minimum working capital clause 
usually takes the form of an agreement on the part of the borrower to maintain a 
minimum dollar amount of net current assets, which is defined in the clause as 
the excess of current assets over current liabilities, both determined according to 
generally accepted accounting principles and practices. The dollar amount of net 
assets is usually less than the amount of net current assets at the time the agreement 
is made. The amount agreed upon should be sufficient in the lender’s opinion to 
provide adequate protection and the borrower must feel that it can be maintained 
without undue hardship. Under normal conditions a minimum ratio rather than 
a minimum dollar amount might be required. 

This affirmative agreement is sometimes accompanied by a negative provision 
that if the net working capital falls below an amount set higher than the minimum 
required, the borrower may not pay dividends, purchase or retire capital stock, in- 
crease salaries or take other specified actions without first obtaining the lender’s 
written consent. Here it should be noted that frequently these negative provisions 
are incorporated in the agreement without being related to the working capital 
requirement. 

Corresponding to the working capital provision is an agreement on the part of 
the borrower to furnish the lender within a specified number of days after the 
close of the fiscal year a balance sheet and income and surplus statements certified 
by independent public accountants acceptable to the lender; similar statements certi- 
fied by the Treasurer at designated periods; and promptly such other data as may 
be requested. 

In certain cases, it may be advisable to take collateral. Such collateral may be 
a mortgage on real estate, plant or other tangible personal property, pledge of 
stocks and bonds, assignment of accounts receivables, warehouse receipts or any 
other collateral usually accepted for bank loans. However, in the pre-war period 
a substantial number of the term loans were made without collateral. When col- 
lateral is not taken, it is customary for the agreement to contain what is usually 
referred to as a “negative pledge clause.” This is an agreement on the part of the 
borrower that it will not voluntarily mortgage, pledge or subject to any lien or en- 
cumbrance any of its assets, then owned or thereafter acquired, so long as the agree- 
ment remains in effect, except in the ordinary course of business. Even if some 
collateral is taken, in some cases it may be advisable to incorporate a general “nega- 
tive pledge clause” in the agreement. 

Some agreements prohibit the borrower from borrowing money without the 
consent of the lender. However, frequently the nature of the business of the bor- 
rower is such that short-term credit is required to meet seasonal peaks or extraor- 
dinary requirements. In such cases, the agreement is so drawn as to permit the 
borrower to incur such indebtedness, but limits the total dollar amount of such 
indebtedness and the maturity of such loans. 
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There are several other protective provisions which limit the borrower’s other 
indebtedness. Contingent liabilities seem to be generally frowned upon and prop- 
erly so. Consequently, long-term lenders generally prohibit the borrower from 
guaranteeing, endorsing or otherwise becoming surety for or upon the obligations 
of others without the lender’s consent. In order to limit the borrower’s total cur- 
rent liabilities, agreements frequently require the maintenance of a minimum ratio 
of current assets to current liabilities. Although federal income taxes are not gen- 
erally considered borrowings, the Government has a preference over general creditors, 
and in some cases it is desirable to require the borrower to purchase tax notes or 
set aside cash in a special account in an amount equal to current tax accruals plus 
any admitted unpaid taxes for previous years. 

A prohibition against entering into any merger or consolidation, or selling or 
leasing all or substantially all the borrower’s assets without the lender’s consent is 
contained in most, if not all, term loan agreements. The reason for this is obvious 
—the entire financial structure of the borrower may be changed thereby either to 
the improvement or detriment of his credit standing. 

It would seem that the successful expansion of plants in connection with the 
war effort will have its effect on the philosophy of business in the post-war period. 
Consequently, it may be advisable in many cases to curb a tendency to overexpand. 
This may be accomplished by placing a dollar limitation on capital expenditures. 
This limitation may be a fixed amount annually, a percentage of depreciation, de- 
pletion and amortization, or an overall amount applicable to the entire period. The 
latter seems least desirable since the financial structure of the borrower might be 
thrown out of balance by too great an expenditure in one year. 

The borrower’s business may be such that it is desirable for the lender to control 
the borrower’s investment in securities, and some agreements prohibit the borrower 
from investing in securities other than United States Government securities without 
the lender’s consent. 

While management is a vital factor to be considered in granting any term loan, 
when the lender has reason to place particular emphasis on existing management, 
some of the following provisions may be desirable: 

1. Requiring the borrower to secure new or maintain existing insurance on the 
lives of certain officers payable to the borrower, and in some cases a pledge of these 
insurance policies; 

2. Making a material change in management in event of default at the option 
of the lender; 

3. Requiring guaranties or endorsements by certain officers of the borrower; 

4. Limitation on salaries and other remuneration of certain officers and/or key 
employees without written consent of the lender; 

5. Prohibiting or limiting the amount of loans and advances to officers; 

6. Requiring subordination of any indebtedness of the borrower to its officers, 
or a pledge thereof. 
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If a prospective borrower has other indebtedness outstanding, the terms thereof 
must be examined to determine whether there would be any conflict with the pro- 
posed loan. In such cases, it is frequently desirable to prohibit anticipation of any 
such indebtedness and limit payments thereon to the expressed schedule of pay- 
ments or sinking fund requirements. Also, in such cases the term loan agreement 
generally should provide that default on such other obligation should constitute a 
default thereunder. 


As has been previously pointed out, term loans are designed to be repayable out 
of earnings. Consequently, it is important to assure retention of sufficient earnings 
for this purpose. Therefore, it may be desirable to prohibit or limit the payment 
of cash dividends, or the purchase or acquisition of capital stock during the life 
of the loan. In some cases, cash dividends are limited to a percentage of earnings 
from or after a given date. 


If the borrower’s business is such that its earnings are subject to wide fluctuation, 
it may be proper to require the borrower to anticipate principal payments when 
earnings are in excess of normal. Such provisions are usually based on a formula 
using a fixed percentage of net earnings or a stipulated amount, whichever is greater. 


The foregoing are the more important affirmative and negative protective cov- 
enants that should be considered in negotiating the average term loan. In order 
to make them effective, term loan agreements, as other loan agreements, generally 
provide that upon any breach or failure of the borrower to perform any of the 
terms or conditions of the agreement, the lender may declare the notes due and 
payable. The same optional right to accelerate is usually given to the lender if any 
statement, certificate or representation is given in or pursuant to the agreement proves 
to be untrue in any material respect. This right is usually made optional in order 
to facilitate curing technical defaults and continuing the loan. Furthermore, it will 
be noted that the negative covenants are usually made flexible by providing that 
the borrower shall not do a certain thing without the prior written consent of the 
lender. 


There are five other acceleration provisions that are generally incorporated in 
loan agreements of all kinds. These may be optional or mandatory but it is gen- 
erally believed that mandatory provisions are preferable. These events of default 
are: 


1. Non-payment of principal or interest. Frequently the borrower is allowed a 
specified number of days of grace by providing that maturity is not accelerated until 
default continues for the specified period. 

2. The borrower becomes insolvent or bankrupt or makes an assignment for 
the benefit of creditors, or consents to the appointment of a trustee or receiver. 

3. A trustee or receiver is appointed for a substantial part of the borrower's 
property without its consent and is not discharged within a specified number of 
days. , 
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4. If bankruptcy, reorganization, insolvency or liquidation proceedings are in- 
stituted by or against the borrower, and if instituted against it and consented to, 
is not dismissed within a specified number of days. 

5. If a judgment against the borrower or attachment against its property for an 
amount in excess of specified amount is not discharged, unbonded or dismissed 
within a specified number of days. 

Permitting the borrower to prepay notes in inverse order of maturity without 
penalty is a practice that is not general but seems to be growing in favor. This 
privilege is usually limited to instances where the funds are derived from earnings, 
sale of assets or revision of the loan from the term loan lender. If the funds are 
derived from other sources, a premium is usually demanded for exercising the privi- 
lege to anticipate maturities. 

If the borrower has subsidiaries or is itself a subsidiary, problems are presented 
that frequently require special provisions in the loan agreement or result in re- 
arranging the contemplated loan. In all such cases, it is essential that the lender 
fully understand the relationship of the companies and its effect upon the borrower. 
To do so requires a study of the consolidated financial statements and the agree- 
ment should require such statements to be furnished. 

If the borrower is the parent company and its investment in subsidiaries repre- 
sents a substantial part of its net worth or is an important source of earnings, it 
may be desirable to have the borrower’s investment in subsidiaries pledged as col- 
lateral. Frequently, a parent finances its subsidiary either by temporary advances 
or by what is equivalent to a permanent investment. If the latter, it would like- 
wise be desirable for the notes evidencing the loans to be pledged or the open 
account assigned. Furthermore, disposal of such investments are frequently pro- 
hibited, or if permitted, the borrower is required to apply a part or all the proceeds 
in reduction of the loan or else deposit them as collateral. 

An examination of the balance sheet may disclose that a part or all of the con- 
templated loan might more appropriately be made to one or more subsidiaries. If 
such be the case, it is usually desirable to have the subsidiaries’ notes guaranteed by 
the parent. 

When a loan is made to a parent, the agreement should usually prohibit the 
issuance of additional stock of the subsidiaries except to the parent or other sub- 
sidiaries, in order to prevent dilution of the parent’s investment. 

A type of lending that is by its nature a term loan although frequently called an 
installment loan is found in the field of consumer credit. One of the most signif- 
icant developments in the last ten years has been the trend toward bank financing 
of durable goods, both consumer goods and business equipment on installment 
terms. This type of lending is an important factor in supplying the necessary credit 
to small business. In many cases this means very small concerns. 

Some idea of the future activity of banks in this field is revealed in the results 
of a survey just completed by the American Bankers Association. A summary of 
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the returns show that 10,600 banks, or 95 percent of those reporting, declare they 
are now engaged or will engage in some form of installment lending in the post- 
war period. In 1941 approximately 7,000 banks reported activity in this field. 

The emphasis placed on term lending in this article should not be construed to 
mean that banking is not making use of every other lending procedure that will 
best serve the needs of its customers. Accounts receivable financing, loans secured 
by income producing equipment, trust receipts financing and field warehousing 
financing are but some of the special types of credit procedures that banks are 
using to help the small businessman. These are in addition, of course, to the routine 
lending methods. 


SMALL Business Loan FaAci.itieEs 


Where the volume of business is sufficient, many banks are setting up Small 
Business Loan Departments to give special attention and experienced advice to pro- 
prietors of small enterprises. In other banks certain officers are being designated to 
perform this work. No special facilities or departments are necessary, cf course, in 
the thousands of small banks that make up our banking system. Small business is 
their daily concern. 

Banks all over the country are advertising their ability and willingness to make 
loans to small business and in doing so frequently mention these special depart- 
ments. Significant of banking’s determination to see that small business is ad- 
equately served is the type of advertisement which invites small business loans, lists 
the types of loans which banks offer to small business, and then concludes with 
some such statement as “and if this list doesn’t include the loan you want, tell us 
and we will find a way to work it out for you.” 


CorRRESPONDENT BANKING 


The banking system with more than $141 billion on deposit provides a tre- 
mendous reservoir of potential credit. This will be released in most instances 
through the action of the individual banks in their local communities. 

Since the laws governing the operation of banks provide generally that no bank 
may loan to one customer an amount in excess of 10 percent of its capital structure, 
there will be instances where the credit requested will be in excess of the legal lend- 
ing limit of the local bank. Too, because of unfamiliarity with the type of credit 
required the bank may not be able to handle the loan. This will be particularly 
true in many towns where war has brought highly specialized industries into agri- 
cultural communities: 

There also may be cases where the risk is greater than the community bank 
may care to assume. These situations, however, present no obstacles to the adequate 
flow of credit because of the effective operation of correspondent banking. 

In the event the local bank cannot make the loan for any reason whatever, it 
calls upon the city bank with which it does business to cooperate in making the 
loan, either sharing it with the local bank or taking the entire risk. Too, the cor- 
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respondent is frequently called upon to provide the expert advice and experienced 
counsel that will provide the local bank with information that will enable it either 
to make the loan itself or to take the necessary steps leading to correspondent 
participation. 

The operation of the correspondent banking system in helping country banks 
meet the needs of their customers has already been one of the most successful phases 
of banking’s reconversion and post-war program. Correspondent banks all over the 
country are inviting small banks to attend conferences and clinics at which the cor- 
respondent reiterates its desire to cooperate with country banks and outlines the 
practical methods by which such cooperation is carried into effect. At these meet- 
ings the types of credit the correspondent can make available are thoroughly 
explained. 

In a survey recently completed by the Commission on Country Bank Operations 
of the American Bankers Association it was revealed that cooperation in making 
loans was one of the most important services rendered by correspondents and the 
vast majority of country banks declared that they found the correspondent service 
helpful and satisfactory. 

Correspondent banking is an old established part of the American banking 
system. There is nothing new about cooperation in making loans. There is, how- 
ever, a new spirit backed by competitive factors that is bringing about a revitaliza- 
tion of city and country bank relationships that carries with it tremendous and 
practical benefits for small business. 


Bank Crepir Groups 


When the Post-War Small Business Credit Commission launched its program a 
year ago, it realized that most of the loans would be made by local banks and that 
if the local bank could not extend the necessary credit then the correspondent would 
cooperate in making the credit available. The Commission wanted to make sure, 
however, that if for any reason whatever neither the local bank nor its city cor- 
respondent would be able to take the full risk or make the loan because of its size, 
character or other circumstances there would be available to the borrower a third 
or supplementary source of credit within the banking system itself. Accordingly, 
the Commission recommended the organization of voluntary credit groups through- 
out the country. 

This pioneer movement in the field of bank credit has been one of the most 
phenomenal developments in the history of the industry. Within the short space 
of ten months the difficult legal work has been completed, the board of directors 
has met and given approval, and the machinery set in operation for 38 different 
bank credit groups throughout the country having a total credit reservoir in excess 
of $575 million. Many other groups are in process of organization and it is expected 
that within a short time there will be a bank credit group within every trade area 


of the nation. 
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The banks of North Carolina, South Carolina and Virginia were among the 
leaders in the establishment of bank credit groups. A statewide organization has 
been completed in North Carolina for a total of $15 million, while the banks of 
South Carolina have formed a state credit group totalling $5 million, and those in 
Virginia $44 million. 

It should be kept in mind that these groups are primarily post-war credit organ- 
izations and as yet have had few demands made upon them because virtually all 
the credit required has been met by banks, either alone or in cooperation with 
their correspondent. The extent of the demands upon the credit groups will not 
be revealed until post-war production has started in full swing and restrictions on 
goods and materials lifted, priorities removed, rationing eased, and manpower made 
available. Banking, however, did not wait until the last minute to see if such groups 
were needed. The industry has organized the groups now so that they will be 
ready if needed in the post-war period. 

Several groups, however, have already given definite hints of how useful the 
bank credit group may become to small business. Groups in widely scattered areas 
such as St. Louis, Seattle, Central Maryland, and Washington, D. C., have already 
made small business loans. Significant too of the possibilities of the bank credit 
group program is the action of the organization at St. Joseph, Missouri, which has 
allotted $500,000 of its $7,250,000 resources for the purpose of making loans for soil 
conservation. 

The groups generally are of four types: (1) local, operating only within a city 
or county and its adjacent territory, (2) statewide, such as those in North Carolina 
and South Carolina, (3) regional, covering a trade area, and (4) national. The 
New York City group is the only one operating on a nationwide basis. 

The purpose of the New York City Bank Credit Group as set forth in its agree- 
ment is to “implement, augment and undertake the financing (through loans or 
other credit accommodations) of small and medium-sized business concerns in the 
United States during the present reconversion period, which is expected to continue 
after the cessation of the present hostilities, by participating with local originating 
banks in financing risks so undertaken which may be in amounts, for periods or 
upon terms or under conditions which may make usual banking accommodations 
unavailable, whether such local originating banks are within or without the Sec- 
ond Federal Reserve District.” 

Loans made by the group are handled through a Credit Committee consisting 
of one member and alternate from each bank in the organization. It is required 
that these officers shall be given the necessary power and authority to commit their 
banks to accept participations in the loans up to the aggregate amount of the bank’s 
commitment to the group. 

The New York City Group and others that followed the same pattern have for 
practical purposes appointed a small operating committee to consider loan applica- 
tions. 
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Other groups, however, are operating under different types of agreements, a 
major difference occurring in the organization of the credit committee. The Con- 
necticut Bank Credit Association provides a good example of how a small credit 
committee operates in the interest of the entire group, comprising the majority of 
the banks of the state. A key provision in the Connecticut agreement illustrating 
the change in credit committee procedure reads: 

“The affairs of the Association shall be managed by a Credit Committee, con- 
sisting of not less than five, nor more than seven, officers of the Banks, but no Bank 
shall be represented upon said committee by more than one officer.” 

A characteristic of all groups is that all loans submitted for consideration must 
originate with a member or some other bank. The groups themselves neither solicit 
loans directly nor do they consider them when presented in any other way than 
through a bank. The group is designed to operate through and with banks. It 
supplements rather than competes. 

The group movement has enjoyed widespread endorsement. Preston Delano, 
Comptroller of the Currency, in his annual report to Congress dated last August 
said: 

“The formation of credit groups to facilitate term loans to business and an active cam- 


paign by the American Bankers Association for the education of its members in their 
approach to problems of transition are healthy signs of determination to meet the issue.” 


Banking’s credit plans already in operation are based on a determination that 
small business shall live and shall be given the opportunity to grow and prosper. 
The credit policy and program by means of which this determination is being put 
into action have been presented during the past year to more than 3,500 bankers 
representing all state bankers’ associations. ‘These state associations have set up 
committees to carry on the educational work on a local basis. Every group of the 
North Carolina Bankers Association has had special meetings for the purpose of 
putting the program into operation on a community level. Similar meetings have 
been held by the South Carolina and Virginia Bankers Associations and organized 
banking groups in other states of the South. Both the policy and the program 
have received enthusiastic endorsement and wholehearted support. 

The banks of the nation through the American Bankers Association Post-War 
Small Business Credit Commission have made a solemn pledge to the American 
people that adequate credit will be made available to men of character and ability 
and that it will be provided by the American system of banking, a product of 
private enterprise and itself a creator of private enterprise. That pledge will be kept. 

















THE RFC 75% PROGRAM 
Cuar.es B. HENDERSON* 


The Reconstruction Finance Corporation, hereafter called RFC, was set up by 
Congress in January, 1932, to help stem the tide of the depression, and began 
operations on February 2, 1932. Originally, it was given a capital of $500,000,000 
and authority to borrow $1,500,000,000 more. The scope of RFC’s functions has 
been expanded and modified from time to time by amendatory and supplemental 
legislation and its borrowing authority increased accordingly. 

Recently RFC adopted the Blanket Participation Agreement (BPA) program. 
This is the most attractive participation offer that has been made by that Govern- 
ment institution and is undoubtedly the most progressive move ever made by that 
organization. Up to July 31, 1945, about 1,364 banks have requested permission to 
qualify under the program. 

The BPA program in effect provides for a practically automatic guaranty of 
5% (or such lesser percentage as may be requested by the bank) of loans made 
by approved banks to business enterprises which meet the requirements of the 
agreement. Such loans would be made by banks upon terms and conditions satis- 
factory to them without the necessity of filing loan applications with the RFC. 

RFC took this action in order to adequately and promptly care for the large 
volume of applications for loans which it is anticipated may develop during and 
subsequent to the period of conversion from a war-time to a peace-time economy. 

Industry by this action should be assured of the availability of sufficient credit 
to carry on in war production and to convert effectively to peace-time production. 
The Directors of RFC hope that it will also encourage private banking to assist in 
creating and developing new commercial and industrial enterprises in the post- 
war period. In this way, business both small and large is benefited and full em- 
ployment is encouraged. 

It is and always has been the policy of the Corporation to carry on its business 
in a manner which fosters private enterprise and avoids competition with banks. 
It is in furtherance of this established policy that the plan herein described has been 
made available to banks and industry. 

In order to qualify for protection under this new arrangement, a bank will 


* LL.B., 1895, LL.M., 1896, University of Michigan. Began practice at Elko, Nevada, 1896; District 
Attorney of Elko County, Nevada, 1901-05; member Nevada legislature, 1905-07; regent, University of 
Nevada, 1907-17; appointed member United States Senate, January 4, 1918, by Governor Emmet D. 
Boyle to fill vacancy until election, caused by death of Francis G. Newland, and elected November, 1918, 
for the unexpired term ending 1921; member, Board of Directors, Reconstruction Finance Corporation, 
1934-41; Chairman of the Board since July 1, 1941. 
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make application for a Blanket Participation Agreement to the Loan Agency of the 
Reconstruction Finance Corporation serving the territory in which the bank is lo- 
cated. The application will be submitted to the Directors of the Corporation and 
if approved the Agency Manager will execute the Agreement. 

Thereafter, a bank desiring to make a loan under the protection of the Agree- 
ment will first submit to the Agency Manager a schedule of the salaries and other 
compensation of the officers and key men of proposed borrower and an agreement 
concerning increases of compensation, as provided in Paragraph 2(f) of the Par- 
ticipation Agreement. (A determination that salaries and other compensation are 
reasonable is a statutory requirement of the RFC Act.) If such salaries and other 
compensation are found by the Agency Manager to be reasonable and the proposed 
loan meets the requirements of the Agreement, it will be automatically covered by 
the Agreement upon notice to the Loan Agency on a simple, one-page form. 

The charge for the protection afforded by the Participation Agreement is pay- 
able quarterly at the rate of 34 of one percent per annum where the percentage of 
loan covered exceeds 50% and otherwise at 14 of one percent per annum. 

Loans coming under the protection of this Agreement, which may cover any 
number of loans, shall not exceed at any time an aggregate outstanding balance of 
$250,000 to any one borrower and shall have a maturity of not more than ten (10) 
years with principal payments aggregating annually not less than 10% of the orig- 
inal amount of the loan, such payments to begin not more than six months after 
first disbursement and to be made at intervals of not more than three months. A 
loan for a shorter period with a balloon payment at maturity would be acceptable 
provided the principal payments aggregate annually not less than ten percent (10°) 
of the original amount of the loan. 

Loans that are guaranteed in whole or in part by any other Government De- 
partment or Agency are not eligible for protection under the Blanket Participation 
Agreement. 

The bank, so long as it is the holder of the note, shall administer and service 
the loan, using reasonable care and due diligence properly to safeguard and pro- 
tect the interests of both the bank and the RFC. However, due to statutory require- 
ments, any upward adjustment of the compensation of borrower’s officers and key 
men must have the prior written approval of the Agency Manager. 

A “Business Enterprise” is defined under this Blanket Participation Agreement 
as any business privately owned and operated for profit which assists in maintain- 
ing and promoting the economic stability of the country, or encourages the em- 
ployment of labor. It is intended to include all industrial or commercial concerns, 
regardless of the nature of their legal entities, involved in the manufacturing, dis- 
tributing and marketing of products, but not any charitable, religious or social 
agencies or societies and other similar organizations. Nor is it intended to include 
concerns constructing residential properties or individuals purchasing or building 
homes; nor farmers for the purpose of purchasing farms, or for the production of 
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crops, the raising, breeding or fattening of livestock, or any ‘other type of agricul- 
tural activity. As a matter of general policy, this Corporation takes the position 
that its facilities should not be offered where a loan purpose clearly is within the 
province of the Farm Credit Administration or the Federal Housing Administration. 
The Agreement relates to any new loan made by the banks subsequent to the 
execution of the Agreement (a) not in excess of $250,000, in which the bank takes 
at least a 259% new money participation, (b) maturing not more than ten years from 
the date of first disbursement, (c) repayable in installments aggregating each year 
not less than ten percent of the principal amount of the loan, and (d) satisfying the 
following conditions: 
(1) The aggregate unpaid principal amount of loans to any one borrower shall 
at no time exceed $250,000. 
(2) No portion of the loan is in any manner guaranteed or participated in by 
any department, establishment, instrumentality or other agency of the 
United States except of course the RFC under the BPA. 


(3) Salaries of officers, directors, etc., of the borrower have been approved by 
RFC Loan Agency Manager. 

(4) The note is to provide for interest at not in excess of four percent on 
RFC’s portion and at not in excess of six per cent on the bank’s portion. 


The bank must receive, prior to disbursement of the loan, a certified statement 
of borrower’s financial condition, as of date not more than three months prior 
thereto, showing that borrower had assets aggregating an amount in excess of bor- 
rower’s total liabilities. 

The loans must be secured by validly pledged collateral having an appraised value 
(deemed reasonable by bank) in excess of the unpaid balance of the loans. 

No part of the proceeds of such loans can be used directly or indirectly in pay- 
ment of indebtedness of the borrower to the bank incurred prior to the making of 
the loan, except with the prior written consent of the RFC Loan Agency Manager. 

There is a voluntary purchase privilege in the Agreement for both the bank and 
RFC. Periodic reports are required on disbursements and repayments. 

Banks cannot directly or indirectly charge or receive any bonus, fee or commis- 
sion or expense in any form in connection with the making of the loan except such 
charges and expenses for actual services. Nor shall the bank charge or receive a 
fee or commission on RFC’s portion of the loan for a commitment to make a loan, 
without the prior written consent of RFC. 

Neither the bank nor RFC can sell or assign its interest in any loan under the 
Agreement without the prior written consent of the other party. 

The bank holds the note and collateral, except that RFC reserves the right to 
demand the transfer thereof to RFC if and when it is called upon to take up its 
participation. 

The holder of the note administers and services all loans under the Agreement. 
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The Agreement can be terminated by either party upon ten days’ notice to the 
other party with respect to loans authorized by bank subsequent to the date speci- 
fied in the notice of termination. 

Under this plan, RFC indicates its willingness to share the responsibility and 
risk to rehabilitate small business. RFC wants to support the banks of the country 
in a program of sound, long-term credit, particularly to small business on terms as 
favorable as those enjoyed by big business. RFC also wants private enterprise to 
get its credit through normal banking channels. 

Under this Agreement it is believed that banks can safely take a major part in 
supplying needed credit to deserving borrowers (competent business people who 
need the funds for some constructive purpose serving the economy of the country) 
in the transition and post-war periods’ by making such loans themselves, without 
RFC prior approval, and with requisite safety to their depositors. 

A bank can make a loan under this Agreement on its own conditions provided 
the borrower is solvent and the loan secured. 

This new, simplified Deferred Participation is further evidence of the consistent 
desire of the RFC to cooperate with banks in making credit available to industry. 
The simplicity of this procedure and the fact that the handling of the loan is in 
the bank’s hands make it very attractive to banks desiring this service. 

The thirty-one Loan Agencies of RFC will continue to receive applications for 
direct loans and for participations in loans that are not eligible for protection under 
the Blanket Participation Agreement. 

RFC has three forms of bank participation loans in addition to the BPA: (1) 
where RFC makes a loan and sells a portion of it to a bank, (2) where a bank 
makes a loan and sells an immediate participation to RFC, and (3) where a bank 
makes a loan in connection with which RFC agrees that upon demand of the bank, 
it will at any time prior to sixty days after maturity, purchase for cash an agreed 
percentage of the loan. The latter form is known as a Deferred Participation and 
in practical effect is equivalent to a guaranty covering the agreed percentage of 
the unpaid balance of the loan. 

RFC’s loan authorizations, other than for war purposes, have been more than 
$12,000,000,000. Its authorizations for war work have been $30,000,000,000. It has 
authorized over 22,400 loans to business enterprises, aggregating in excess of 
$2,700,000,000. More than 15,000 of these loans have been for amounts of $25,000 
or less, and more than 7,000 of them for amounts of $5,000 and under. 

RFC borrows from the U. S. Treasury all of the money it lends and pays in- 
terest on it. It pays its own operating expenses, and in other than its war loans and 
investments, has operated at a net profit to the taxpayer after ample allowance for 
losses or probable losses. It has been the friend of all kinds of business—little and 
big. 
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Those desiring additional information on the Blanket Participation Agreement 
or any of RFC’s other business loan programs should contact the RFC Loan Agency 
serving the territory concerned. 

RFC has Loan Agencies located in Atlanta, Ga.; Birmingham, Ala.; Boston, 
Mass.,; Charlotte, N. C.; Chicago, Ill.; Cleveland, Ohio; Dallas, Texas; Denver, 
Colo.; Detroit, Mich.; Helena, Mont.; Houston, Texas; Jacksonville, Fla.; Kansas 
City, Mo.; Little Rock, Ark.; Los Angeles, Calif.; Louisville, Ky.; Minneapolis, 
Minn.; Nashville, Tenn.; New Orleans, La.; New York, N. Y.; Oklahoma City, 
Okla.; Omaha, Neb.; Philadelphia, Pa.; Portland, Oreg.; Richmond, Va.; St. Louis, 
Mo.; Salt Lake City, Utah; San Antonio, Texas; San Francisco, Calif.; Seattle, 
Wash.; Spokane, Wash. 











THE FORM OF ORGANIZATION FOR SMALL 
BUSINESS 


M. S. BrecKENRIDGE* 


Story has it that, as they sat in the smoking compartment of a California-bound 
Pullman, someone inquired of the late P. D. Armour, then at the height of his 
financial success, whether a certain Mr. X was a very rich man and the following 
exchange took place. Armour: “No, I wouldn’t say that. I believe he’s in comfor- 
table circumstances.” Inquirer, persisting: “But, I understood he had made a great 
deal of money recently and had become very wealthy. How much would you say he 
was worth?” Armour: “I don’t know; I suppose two or three millions.” We can 
better grasp this point of view by carrying the probable ratio from these gentlemen 
down into smaller figures. To the storekeeper with twenty-five or fifty thousand 
in his emporium, the drayman with two or three thousand in a couple of trucks is 
not an impressive business figure; nor to the salesman out on a moonlight excursion 
with twenty-five to fifty dollars in his pocket, is the college instructor with two or 
three in his. If someone could define small business in some non-arbitrary fashion, 
one not just for the purpose of determining the catch of some statistical net, it might 
be helpful. But, of course, no one can do any such thing. Probably Armour and 
Company, even with only its 45,000 stockholders compared with Pennsylvania's 
200,000 and A. T. & T.’s 650,000, would by any present test not be small business. 


Professor Ketchem has complained that most of the classifications used are too 
rigid and lack recognition of the size differences in different industries. Under 
such classifications, says he, there will be no such thing as small aluminum plants 
or large barber shops. The oft-mentioned Department of Commerce definition? 
(manufacturers with one hundred or less employees, wholesalers with an annual 
volume of $200,000 or less, and retailers with $50,000 or less—thought by some to 


*Ph.B., 1917, University of Chicago; LL.B., 1918, Yale University. Professor of Law, University of 
North Carolina, 1927 to date. Member of North Carolina and New York Bars. Contributor to legal 
periodicals. 

1 Ketchem, The Financial Problems of Small Business (1944) 17 Jour. oF Bus. 67. 

* Quoted in statement of Mr. Geo. Seedman, Pres. Am. Bus. Cong., in Hearings before the Special 
Committee to Study and Survey Problems of Small Business Enterprises (Senate) 77th Cong., 2nd Sess. 
(1942) part 9, p. 849. (Hereafter cited Sen. Hrgs. Sm. Bus. 77-2.) See also TEMporaRy Nat. Econ. 
Comm. MonocraPH 17, PRroBLEMS OF SMALL Business, 76th Cong., 3rd Sess. (1941) 247, 283-285 (here- 
after cited as T. N. E. C. Mon. 17); The Anatomy of British Industry (1945) CXLVIII Economist (Lon- 
don) 251, summarizing paper by Leak and Maizels. “They draw the line between small and large busi- 
Ness units arbitrarily but with some justification at 500 employees, e.g. units employing between 11 and 
499 persons are small ones and units employing 500 persons or more are large ones.” 
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be too conservative)* falls in the range of this criticism.* So far as the present 
paper is concerned, though not at all limited to the smallest of small business, the 
analysis herein is likely to be best applicable to concerns down towards the “Mom 
and Pop” size°—to the starting businesses of returning soldiers*—than to those in 
the upper ranges of small business as above defined. 


Summer 1945 seems no time to perpetrate unnecessary questionnaires or surveys, 
yet it appears worthwhile to know something of what small businessmen them- 
selves think when the question of form of organization is before them for decision, 
30 a few small town lawyers and retailers were turned to. 


First in the weight of stimuli to incorporate, said they without exception, is the 
matter of personal liability." Tax advantages in partnership? Yes, but that is of 
little consequence in the early stages and in small concerns; and it can be taken 
care of in salaries to incorporator-ofhcers. The factor of survivorship gets only 
occasional serious thought from small business people thinking of incorporating. 
We shall here consider these matters in the order just indicated. 


I. Persona Liasiviry 


The normal rule is of course complete personal liability for partners, and mem- 
bers of joint stock associations;® entire non-liability for shareholders in corporations.® 
To this there are important but, to most enterprisers standing at the fork of deci- 
sion, probably not controlling, exceptions. Double or pro-rata liability has some- 
times been the statutory accompaniment of shareholding, not just in banks but in 
all corporations. This special hazard has gone, however, with revised and mod- 
ernized general corporation laws and appears to be on the way out even as to 
banks.“ Another liability, however, of a related but narrower character is defi- 


* Testimony of Mr. Wm. B. Basile, Gen. Counsel Conference of American Small Business Organiza- 
tions, Inc., Sen. Hrgs. Sm. Bus. 77-2, supra note 2, at part 9, p. 863: “We do not believe a manufac- 
turer who employs 500 employees is large” . . . if it is “a business which does not have a national 
tie-up.” 

“See also, Mr. Paul A. Polson, Vice-Pres., The Polson Rubber Co., Sen. Hrgs. Sm. Bus. 77-2, supra 
Note 2, at pt. 2, p. 438, that a manufacturer doing over a million and a half of business annually is 
“very small” as compared with his four huge competitors; Mr. Stanley J. Cummings, Exec. Secy. Natl. 
Assn. of Uniform Mfrs., id. part 10, at 1099, 1104 that the number of employees per concern in his 
industry runs from 2 to 250, averaging 75 and that one with 250 “is considered a giant.” 

"The expression of Prof. Theo. N. Beckman, Post War Problem Number One for Small Business: 
Urgent Need for Loans and Risk Capital, SMatt Business: Access To CapitaL, Sen. Comm. Print No. 
15, 78th Cong., 1st Sess. (1943) 29. 

Seven percent of them according to Army Statistics. See supra, this symposium, Myers, Small Busi- 
ness for Veterans, p. 344. 

"Thereby simply repeating and confirming what has commonly been asserted heretofore. See e.g. 
1 Coox, Corporations (8th ed., 1923) 44, quoting speech of Pres. Eliot of Harvard. 

® CRANE, PARTNERSHIP (1938) 2, 118. Cf., however, W. Va. Const. Art. II, sec. 2 as to joint stock 
companies. 

®y FLercHer, CycLoPEDIA OF THE Law oF Private CorporaTIons (perm. ed.) §14. 

2° Id., at §§6276-6279. 

™) BALLANTINE AND STERLING, CatiF. Corp. Laws (1938) §113. As to banks, see e.g. Mich. Pub. 
Acts (1937) No. 341, §59; Miss. Cope ANN. (1942) §5266; 7 P. S. (Pa.) §§819-614; TENN. CopE 
(Wms. 1941) §5927; Wis. Star. (1943) §221.42(2); Wyo. Rev. Stat. (Supp., 1940) §§10-508A to 
508C. The bank liability is rooted in the constitutions of Illinois, Nebraska, Ohio, South Carolina, South 
Dakota, Texas, Utah, Washington and West Virginia, however. As to national banks see 12 U. S. C. AL 
§§51(b), 63. See also (1935) 13 N. C. L. Rev. 357. 
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nitely not on the way out. It is the statutory liability of shareholders for wage 
claims which is found in varying severity in a number of states.’* Considering the 
constant recurrence and proportionately heavy weight of wage claims in most busi- 
nesses, this item is perhaps the nearest thing to a risk equalizer in the set-up of 
corporations as compared with partnerships in these states. 

Another far less specific risk of personal liability for business charges notwith- 
standing incorporation crops up in the rules about disregarding the corporate en- 
tity. Where this is done by statute as in the wage claim laws just mentioned it 
amounts to an indirect modification of the corporation law and the rights conferred 
by it. And this is probably true in a realistic sense even if the disregarding statute 
is one of a different government as e.g. a Federal statute ignoring, in furtherance 
of some federal policy, the separate corporate existence of a state-created corpora- 
tion.* When there is no such statute the same thing may come about from judicial 
decision when the corporate form is being used for some fraudulent or evasive 


purpose. 

Many of the cases where the corporate organization is thus disregarded and the 
controlling stockholders dealt with as the real party in interest (to borrow a phrase 
from another legal area) are concerned with monopoly, rate regulation, taxation, 
jurisdiction of local courts and other situations and problems equally remote from 
that before us,’* which is whether the corporate organization effectually and uni- 
versally insulates the controlling stockholders from liability to the corporate cred- 
itors. For the most part it can be said that the corporate organization does so in- 
sulate. That is as might be expected in view of the general idea that freedom from 
personal liability is the very essence of incorporation statutes. Some cases go a long 
way toward preserving that insulation even where the controlling stockholder has 
sought to risk little by the device of small capital and large debt and even where 
the enterpriser has given himself a preferred position to other creditors by taking 
security for a large part of his investment.’® But there has been growing dissatis- 
faction with so extended an application of the doctrine to shield schemers’® espe- 
cially if the claimants are tort or wage claimants.*7 Where the controlling stock- 

12.5 Mass. ANN. L. (1933) c. 156, §35; Mic. Const. Art. XII, §4, 20 Micu. Stat. ANN. §27.1363; 


N. Y. Consort. L. McKinney, Bk. 58, §71; 13 P. S. (Pa.) §351; Wis. Strat. (1943) §182.23; 13 
FLETCHER, OP. cit. supra, note 9, at §6282. 

18 See Public Utility Holding Company Act of 1935, 15 U. S. C. A. §79 et seq. There is no neces- 
sity for thinking of this as disregarding the corporate entity but it is the habit to do so. 

14 United States v. Milwaukee Refrigerator Transit Co., 142 Fed. 247 (E. D. Wis., 1905); Palmolive 
Co. v. Conway, 43 F. (2d) 226 (W. D. Wis., 1930); Industrial Research Corp. v. General Motors Corp., 
29 F. (2d) 623 (N. D. Ohio, 1928). See generally, Larry, SussipiaRIEs AND AFFILIATED CORPORATIONS 
(1936) ch. III, p. 41 et seq. 

*5 Salomon v. A. Salomon & Co. [1897] App. Cas. 22; Finn v. Geo. T. Mickle Lumber Co., 47 F. 
(2d) 676 (C. C. A. oth, 1930); Hanson v. Bradley, 298 Mass. 371, 10 N. E. (2d) 259 (1937). See also 
Mannon v. R. A. Young & Sons Coal Co., Ark. , 179 S. W. (2d) 457 (1944), where the 








case went off on the statute of limitations but the court pays respectful attention to the separate entity. 
Counsel had urged that the subsidiary was deliberately undercapitalized and kept in “a near insolvent con- 
dition” to evade payment for injuries to employees. 

© See e.g. Latry, op. cit. supra note 14, at 120. Cf. similar attack on the device of irresponsible 
independent contractors, note 41, infra. 

17 Id. at 204. 
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holder is another corporation the assault has pierced the defenses in a number of 
cases. The claims of the dominating parent for loans, etc., have been subordinated 
to those of general creditors’® and in some instances the parent has been held liable 
directly for the obligations of its subsidiary on grounds, really, of unfairness,” iz., 
trying to stretch corporate insulation too far. While most of these holdings have 
been cases of dominant corporate stockholders and not those of individuals having 
similar control, the criticism of undercapitalization and milking has not been lim- 
ited to situations of intercorporate financing and it would probably be wiser to say 
to the new venturer: “So long as you play fair in your capital set-up and don’t 
seek to get the speculative gains of ownership and at the same time the security and 
priority which outside lenders might be expected to ask, you are safe under the 
shield of corporate entity; on the other hand, if you incorporate with a minimum of 
capital stock,”° and then supply the remaining necessary capital yourself by lease or 
sale with mortgage back or day to day loans, you shouldn’t be surprised if these 
guarded investments were likewise treated as risk capital within the reach of cred- 
itors, especially tort and wage claimants.” Which is not at all to say that the little 
man who puts in his mite of risk capital and then succeeds in getting big loans from 
outside will be held personally liable for the obligations of the corporation which 
he has in good faith organized. 

Subject to the limitations above indicated, individual stockholder liability via the 
disregard route seems not very much of a probability or an equilizing factor in 
weighing the corporate and partnership advantages. Corporate insulation is for 
the most part, in the situations that concern us, an effective reality. 

Before the incorporator of small business closes his calculations he should be 
cognizant of one practical business factor which tends to saddle individual liability 
on the incorporators of small business. As one small banker put it, “If the corpo- 
rate statement is good enough we will loan to it without indorsement but if not 
we'll have to have the individuals on the.note.” In this state of circumstances the 
shareholder’s insulation from liability for ordinary business expenses in a corpora- 


18 And even to preferred stockholders under the special facts disclosed in the now famous “Deep 
Rock Case.” Taylor v. Standard Gas Co., 306 U. S. 307 (1939), noted (1939) 24 Corn. L. Q. 587; 
(1941) 54 Harv. L. Rev. 1045; (1939) 34 Inx. L. Rev. 94; (1939) 38 Micu. L. Rev. 88. Cf. Franklin 
Process Co. v. Western Franklin Process Co., 308 Ill. App. 302, 31 N. E. (2d) 364 (1st Dist. 1941) 
(leave to appeal denied) where the court said creditors must have suffered “some special injury” by 
reason of the acts of the parent. Approved as constituting a welcome, if uncertain, improvement on 
the instrumentality test. Note (1941) 36 Int. L. Rev. 229, following Latty’s approach. 

© Chesapeake Stone Co. v. Holbrook, 168 Ky. 128, 18 S. W. 953 (1916); Louisville & Nash. R. R. 
v. Carter, 226 Ky. 561, 10 S. W. (2d) 1064 (1927), bankrupt subsidiary called a sham. See also 
Christian & Craft Grocery Co. v. Fruitdale Lumber Co., 121 Ala. 340, 25 So. 566 (1899) ; Home News 
v. Goodman, —— Md. ——, 35 A. (2d) 442 (1944); Gordon v. Hartford Sterling Co., 350 Pa. 277, 
38 A. (2d) 229 (1944). Cf. Mannon v. R. A. Young & Sons Coal Co., supra note 15. 

°° There is generally no fixed minimum. Some states require a specified capital as a condition to 
commencing business. See, ¢.g., 15 Micu. Stat. ANN. §21.4 ($1,000). Considering that the legis- 
latures usually fix rather substantial capital requirements for banks, it can be argued that no such 
policy exists as to private corporations generally. On the other hand, the difficulty of setting a figure 
for corporations generally is impressive. . 
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tion with small capital will for the most part extend only to those incurred on 
open account.”* 

Businessmen’s freedom from liability when they choose incorporation therefore 
seems legally to be about what they suppose it to be but practically somewhat less 


because of the frequent demands of banks and others for supplemental personal 
guaranties. 

When it comes to the corresponding question as to partnerships, there are vari- 
ous devices for limiting liability which may or may not be satisfactory. Thus, it is 
possible for the capitalist “partner,” within limits, to avoid liability for the firm’s 
obligation, even though he stipulates for a share of the profits as his return rather 
than for a fixed interest charge on the money (or other property) “loaned.” In 
case of organizers, one or some of whom have no desire to be active in the business 
but want a speculative interest in the earnings, this set-up might fill the bill well 
enough, though more often perhaps all the organizers want like insulation and 
would veto this arrangement which only provides it for the willingly inactive in- 
vestor. Uncertainties creep in anyway when the so-called lender begins to take a 
hand in the running of the business either to protect his loan or to improve the 
earnings so as to augment his return,” and the Uniform Partnership Act now 
adopted in twenty-four states,”* while recognizing a class of liability-free lenders of 
capital for a share of profits, does little** toward determining when one ceases to 
be such a lender and becomes a personally liable participant in the partnership. 
After recognizing co-ownership of the business as an essential feature and declaring 
that the receipt of a share of the profits is prima facie evidence that one is a partner, 
that prima facie case is dispelled when the profits are received as fluctuating in- 
terest on a loan.2> The difficulties of prediction under this set of rules are numerous 
and obvious”* but the old common law hazard of partnership liability from merely 
receiving a share of the profits, and that alone, is destroyed and there is case author- 
ity that a veto right as distinguished from reserved power of affirmative direction 
will not enmesh the lender in the partnership and its personal liability.27 Much the 
same doctrines apply to a limited partner as to a lender for a share of the profits. 
Under the Uniform Limited Partnership Act, now in force in twenty-seven states,” 
unintended technical slips or misrepresentations in connection with filing the re- 
quired notices, etc., no longer submit him to individual liability except in favor of 


*1 Thus perhaps most often sticking other small businesses rather than banks and the big fellows 
who call for statements and procure credit reports. 

22 San Joaquin Light & Power Corporation v. Costaloupes, 96 Cal. App. 322, 274 Pac. 84 (1929); 
Southern Can Co. v. Sayler, 152 Md. 303, 136 Atl. 624 (1927). 

237 UnirorM Law Ann. (Supp. 1944) 6. 

** And perhaps for flexibility, should do little, although Prof. (now Mr. Justice) Douglas sought to 
introduce a degree of certainty by the tests in his article, Vicarious Liability and Administration of Risk 
Il (1929) 38 Yate L. J. 720. 

25 UnirorM PartNersHIP Act §7; 7 U. L. A. 13. 

2° Note (1941) 19 N. C. L. Rev. 499. 

®" Martin v. Peyton, 246 N. Y. 213, 158 N. E. 77 (1927). 

788 U. L. A. (Supp. 1944) 6. 
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those actually misled to their detriment.” And the more or less specific rights of 
inspection, etc., which are conferred upon him,*° and the right of control which is 
expressly denied to him,** are the rough equals of like rights and disabilities of the 
share-taking lender under the general partnership act. So nearly do these approxi- 
mate each other as far as may be determined, that one prominent authority was 
moved to write an article questioning the need for limited partnerships at all.*? 
The significance of the differences which exist and which might be of interest to 
those considering the partnership form of organization and so are of interest to this 
comment seem to be these: 

In states where the Uniform Partnership Act has not been adopted and there 
remain vestiges of the old take-the-benefits-take-the-responsibilities doctrine** one 
may justifiably feel safer in going through slightly bothersome statutory formalities 
and having a specifically recognizable legislative cloak than playing with the seem- 
ingly greater uncertainties of only a “modern-trend” common law protection. That 
points to a choice of the limited partnership. On the other hand, there is the argu- 
ment that since the Uniform Limited Partnership Act not only denies the right to 
participate in control (a vague concept) but lists certain rights of him who would 
be a limited partner,** it may well be held that the listed rights are the measure of 
his safe activities and are less than those already recognized for a lender to a general 
partnership.*® It is to be doubted whether such a rule ought to or will prevail but 
to people teetering toward a decision, an ey may sometimes take on the 
force of an unfavorable certainty. 

Something not strikingly different from the protection afforded by the inactive 
arrangements just reviewed is to be found in the so-called subpartnership. One 
writer in 1930 concluded that in a majority of American jurisdictions an outsider 
could remain an outsider and yet participate in partnership X Y Z’s profits by 
forming a subordinate partnership with X under which he would participate in X’s 
share of profits (and losses) .*® 

There were logical difficulties, and perhaps objections of policy, to these cases 
which would suggest caution in adopting the subpartnership as a shield to liability. 
And while more recent cases cast no further doubts, they have involved other ques- 
tions than liability?’ and give no further assurance on that matter. 

So much as to the devices for erecting a protecting cover over one or more indi- 
viduals who participate at arms’ length in financing a partnership but which do not 
provide limited liability for the active members. There are other means for ex- 

®° Unirorm Limitep PartNersuip Act §6. 

°° Id. §10. 

81 Id. §7. 

*2 Crane, Are Limited Partnerships Necessary? (1933) 17 Munn. L. Rev. 351. 

88 Waugh v. Carver, 2 H. Bl. 235, 126 Eng. Reprint 525 (1793). 

**U. L. P. A. §10. 

®5 Note (1936) 45 Yate L. J. 895. 

*° Rowley, Risk Evasion through Subpartnership (1930) 30 Cor. L. Rev. 674. 


87 E.g. Silberfeld v. Swiss Bank Corp., 41 N. Y. Supp. (2d) 470, 266 App. Div. 756 (2d Dept. 
1943), subpartner’s right to accounting. 
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tending that shelter over all the participants, even the active managers. Some of 
the more obvious which have no special significance for partnerships will not be 
dwelt upon. There is, of course, insurance, a protection against liability springing 
from automobile and plant operation, workmen’s compensation risks, responsibility 
in case of forgery, risk of loss from embezzlement, etc. So far as can be learned 
there is no such thing as coverage generally against the risk of the failure of the 
business and the liability for the obligations saddled upon it by the poor manage- 
ment of the partners. If such coverage were to be had, the premium cost could 
hardly be anything but prohibitive considering the mortality rate of small business.** 
Instead of buying insurance one can entrust some of the more hazardous operations 
of the business to independent contractors® but that of course narrows the scope 
of the undertaking and whittles down the profit opportunities. And as to the pro- 
tection itself, while the cases generally grant it even when an irresponsible con- 
tractor is employed* (and he is likely to be cheapest) there is not wanting evidence 
that a change to liability in such situations is in the making.** 


Risk avoidance thus far considered has been of a sort expected to give partners 
part at least of the immunity enjoyed by members of business corporations. There 
remains a few situations where the shoe is on the other foot and the partnership 
can serve as a means of avoiding risks of costs which would be incurred by a cor- 
poration. Workmen’s compensation coverage is generally not required of busi- 
nesses with less than five employees. A business with five active working partners 
and four employees does not have five employees within the meaning of these 
statutes.* Nor would it have eight employees within the inclusion provision of 
some social security and unemployment insurance tax acts.** It is evident that the 
same number of workers for a corporation in which any or all of them were stock- 
holders would put the business inside the respective acts mentioned. 


In states having modest, and usually quite obsolete property exemptions, the 
specter of loss of home and family possessions is one of the strongest persuasions 
to incorporation. This dire hazard can be met in various ways. First, simplest and 
perhaps most effective is to vest title to the essentials of family life—home, furni- 
ture, etc.—in the partner’s wife, or in the partner and his wife by the entireties so 
that the property is subject to seizure for the debts of neither.** This latter arrange- 


88 T, N. E. C. Mon. 17, supra note 2, at Chs. 2-4. 

®° See e.g., Brinks, Movers of Money (June 25, 1945) LiFE 45. 

“© Beach v. McLean, 219 N. C. 521, 14 S. E. (2d) 515 (1941) contractor insolvent—workmen’s 
compensation case. 

“1 Steffen, Independent Contractor and the Good Life (1935) 2 U. Cut. L. Rev. 501. 

“2 Dube v. Robinson, 92 N. H. 312, 30 A. (2d) 482 (1943). Otherwise by statute in some states. 
3 SCHNEIDER, WorRKMEN’s COMPENSATION (perm. ed. 1943) §812. Cf. where partnership is organized 
to avoid compensation liability. Notes (1937) 12 Wis. L. Rev. 219; (1939) 14 St. Jonns L. Rev. 134. 

“® Auten v. Michigan Unemployment Compensation Comm., 310 Mich. 453, 17 N. W. (2d) 249 
(1945); 1 C. C. H. UnemptoyMent Ins. Svc. (Treatise) 99153, 1250, 1344. On using separate business 
units in an effort to avoid this tax see Note, 142 A. L. R. 918. Cf. Maryland Unemployment Com- 
pensation Bd. v. Albrecht, ——- Md. ——, 36 A. (2d) 666 (1944). 

“* This is the general rule but subject to modification in a few states. See TirFANY, REAL PROPERTY 


(3rd ed., 1939) §434. 
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ment, however, exposes the partner to the risk of having title suddenly vested in 
him by the wife’s death.” Furthermore, many states do not recognize estates by 
entirety in personalty*® and an attempt to create such an estate will result in a 
tenancy in common,*’ making the husband’s interest liable for his and partnership 
debts. 

Since the capital of a partnership need not be property owned jointly by the 
partners nor partnership assets but may consist in the mere use,** or a lease,*® of 
property owned by the partners individually, the husband can put into the partner- 
ship as his capital contribution (or a part thereof) the use of property held by him 
and his wife as tenants by the entirety, giving a lease to the partnership with favor- 
able cancellation privileges. In some states this arrangement would not even re- 
quire the cooperation of the wife as a husband is not only entitled to the rents and 
profits during coverture but can convey the possession during his life.°° In other 
states, however, this exclusive right has been taken away by the married women’s 
property acts." In any event, if title to land used in partnership business and held 
by partner and his wife as tenants by the entirety is leased to the partnership, or 
the use contributed by the husband, the land itself would not be a partnership asset 
and would escape the grasp of partnership creditors even when they proceeded 
against the partner-husband’s personal assets. This immunity, of course, would be 
destroyed if the wife joined in making notes for the partnership debts, as she might 
be required to do by a lending bank, for an estate by the entirety is liable for joint 
debts of husband and wife.” 

Since partners may by agreement make any disposition of the firm assets that 
an individual can make of his property, subject to the principle that the transfer is 
not made to defraud creditors,* there would seem to be no reason why there might 
not be a bona fide division of the assets of a going concern between the individual 
partners with a transfer of title to realty to the partners and their wives as tenants 
by the entireties. If the new owners then leased the property to the partnership 
and the real estate were entered on the firm books under a lease account™ it would 
no longer be partnership property and consequently the derivative equities of sub- 
sequent creditors would be at an end. 


‘5 Td., at §430. 6 For various rules, see Note (1938) 117 A. L. R. 915. 
*7 Winchester-Simmons Co. v. Cutler, 194 N. C. 698, 151 S. E. 622 (1927). 

“® Champion v. Bostwick, 18 Wend. 175, 31 Am. D. 376 (N. Y. 1837). 

“° Bernheimer v. Schmid, 36 Misc. 456, 73 N. Y. Supp. 767 (1901). 

5° TirFaNy, REAL Property (3rd ed., 1939) §435. 5 Ibid. 

52 Moore v. Greenville Banking & Trust Co., 178 N. C. 118, 100 S. E. 269 (1919). If, by signing a 


“note the wife were held to. be husband’s surety and not a principal, this result would not follow in 


states which do not allow wife to contract as a surety for husband. ARANT, SuRETysHIP (1931) 33. Ex- 
cept that the land could not be sold for individual debts of either, where husband and wife are partners 
there would seem to be no advantage in holding property by the entireties. 

"3 In re Brewer, 289 Fed. 79 (E. D. N. C., 1923). A husband and wife cannot, by investing his or 
her money in land, title to which is taken in himself and his wife as tenants by the entireties prevent 
the transaction from being attacked like any other conveyance as in fraud of creditors. 13 R. C. L. 
1128; Note (1935) 96 A. L. R. 4509. 

54 Bernheimer v. Schmid, 36 Misc. 456, 73 N. Y. Supp. 767 (1901). 

* In re Brewer, 289 Fed. 79 (E. D. N. C., 1923). 
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One weak spot is always present in the transfer of title from one engaged in 
business to his wife or other near relative. Such a transfer would invite attack under 
the doctrine of fraud on creditors, either present or subsequent. This would be 
true even though some lesser interest in the property so transferred were put back 
into the partnership; indeed, suspicion might be heightened by this device. 


At common law a voluntary conveyance to a wife or near relative in advance of 
embarking on some business enterprise involving risk in order to secure the prop- 
erty from the hazards of the business is good as to subsequent creditors unless made 
with the intent to incur debts and a design to avoid payment by such conveyance.*® 
But such a transfer may itself be held to be some evidence of a fraudulent intent 
and each case must stand upon its own footing.°” The impossibility of determin- 
ing what finding a jury will make on the question of intent gives to this protective 
device a shadow of uncertainty that would have to be appraised as best it could be 
and weighed in the total calculations as a minor unfavorable factor in what the 
partnership style of organization has to offer the embarking enterpriser. In the 
seventeen states which have adopted the Uniform Fraudulent Conveyance Act, the 
matter is made to depend on whether or not sufficient capital is retained in the 
business.** “Unreasonably small” capital is the phrase. Slippery words, these, “un- 
reasonably” and “small,” but the statute beclouds the prospects even more than the 
Common Law for the enterpriser who hopes for protection from business hazard 
by the device of stripping himself in advance. 


II. Tax ApvaANTAGES 


Taxwise a corporation is not only treated as a separate personality but in the 
all-important income tax field it is not allowed to deduct from its taxable earnings 
sums paid out to stockholders as dividends as it may payments to bondholders for 
interest.°? Herein lies probably the most striking difference in the tax situation 


®® Neuberger v. Keim, 134 N. Y. 35, 31 N. E. 268 (1892); Stratton v. Edwards, 174 Mass. 374, 54 
N. E. 886 (1899); Gately v. Kappler, 209 Mass. 426, 95 N. E. 859 (1911); Citizens’ Trust Co. v. Eaves, 
5 Fed. (2d) 921 (C. C. A. 8th, 1925); Cram v. Cram, 262 Mass. 509, 160 N. E. 337 (1928). 

57 Hagerman v. Buchanan, 45 N. J. Eq. 292, 17 Atl. 946 (1889); Vail v. Diamond, 95 N. J. Eq. 97, 
122 Atl. 623 (1923); Westmoreland Guarantee Building & Loan Assn. v. Thomas, 207 Pa. 513, 56 Atl. 
1072 (1904); Hildebrand v. Willig, 64 N. J. Eq. 249, 53 Atl. 1035 (1903). See also discussions in 27 
C. J. 521, 522, §§199, 200; 37 C. J. S. 962, §§134, 135; (1937) 43 W. Va. L. Rev. 225; (1924) 37 
Harv. L. Rev. 489; (1928) 22 ILu. L. Rev. 673. 

58 UniFoRM FRAUDULENT ConvEYANCE Act, §5; 9 U. L. ‘ 357; 39 P. S. (Pa.) §355; Wis. Srar. 
(1943) §242.05. An interesting comparison is §8 of the Uniform Act wherein, as to conveyance of 
partnership property, the key is insolvency. 

5° This matter is often thought of in a slightly different fashion, i.e. that the double taxation comes 
from taxing the corporate income to the corporation and the dividends to the shareholder. It is so con- 
sidered later herein. An obvious effect of the rule is to discourage the use of equity capital. To meet 
the corporate tax saving maneuver of issuing a large proportion of bonds and a small amount of stock 
to its shareholders, some tax laws have restricted the deductions for interest paid. See N.C. Gen. Srar. 
(1943) §§105-143, where the indebtedness is to a parent or affiliate corporation. Cf. Winstead, Can Cor- 
porations Deduct from Gross Income Dividends on Preferred Stock? (1944) 23 Tex. L. Rev. 39, arguing 
for an affirmative answer when the dividends are payable with or without earnings. 

If the small-corporation organizers get the happy thought to put their investment in the corporation not 
as “equity capital” but as loans, so as to create a deductible expense from corporate income, they may 
be destroying insulation from personal liability. See Part I of this article. 
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between businesses conducted in the corporate and the partnership form.*° Numer- 
ous studies have shown with striking unanimity that of recent years, and when 
both federal and state levies are considered, proprietors of business enterprises pay 
a substantial and increasing toll for the privileges and conveniences of the corporate 
form." Several of these studies have taken one or more hypothetical situations 
and worked them through but the number of variables and frequent changes in 
rates make the specific figures useful only to a limited extent. 

It is proposed here to point out the significant factors which operate to make 
greater or less the tax burden as it is felt ultimately at the pocketbook of the human 
beings who own the small business on which our interest centers. First there are 
the taxes imposed on corporations alone as a distinct class of taxpayer. Besides the 
original corporate obstetrical charges®* which occur once only, there may be an- 
nually recurring franchise and capital stock taxes.** And there is the present fed- 
eral excess profits tax with its extreme complications. All such taxes add to the 
cost of doing business as a corporation because they are additional taxes. If the 
franchise tax is a substitute for an income tax, however, it properly belongs in the 
next group. 

This other group is the taxes imposed both on corporations and on individuals, 
partners being only individuals. Taxes of this sort are property, income, and 
business license taxes. In a legalistic sense these taxes are not only equitable but 
equal and uniform. They hit business enterprisers using the corporate form more 
heavily only because in a nonlegalistic sense the property and income taxes fall twice 


°° The corporation, of course, gets no personal exemption. 

*2 Note (1939) 23 Minn. L. Rev. 506, 511 reprinted with some additional comment in MATTHEWS, 
Cases AND MATERIALS ON AGENCY AND PARTNERSHIP (1940) 756-770, using an assumed store in Min- 
nesota with $50,000 of net income; Metzdorf, A “Pardner’” or Incorporation (1940) 37 COMMERCE 16 
(Illinois situation); Best, The Corporate Advantages of Corporate and Other Forms of Business Organiza- 
tion (1940) Proc. Wis. Bar Assn. 122; Klein, Corporate v. Partnership Form of Doing Business (1942) 
20 TaxEs 214 (New York examples); Corporation versus Partnership, 452 C. C. H. Standard Fed. Tax 
Rep. (hereafter cited C. C. H.) §1169.016 (several assumed cases—Federal taxes only); ResearcH INst1- 
TUTE OF AMERICA, PARTNERSHIP OR CorPORATION? (pamphlet, 1944) 4-11 (New York calculation). This 
last pictures the corporate form as the more economical in the assumed situations but this conclusion 
is upon the assumption that no dividends are paid and that there is no excess profits tax. More gen- 
erally see Rabkin and Johnson, The Partnership Under Federal Tax Laws (1942) 55 Harv. L. Rev. 909 
(examines the tax situation on death of a partner and payments of income to his estate); Hansel, Limited 
versus General Partnership for Close Corporations (1938) 16 Tax Mac. 524; Note, Taxability of Unin- 
corporated Corporate Equivalents (1944) 92 U. Pa. L. Rev. 296 (examines tax situation as to business 
trusts). 

A monograph, “Form of Business Organization and the Tax Laws,” by Chas. D. Hamel, has been 
announced for early publication by the American Bar Assn. Section on Taxation and the Practicing Law 
Institute. 

®2 See, e.g., N. C. Gen. Stat. (1943) §§55-158, 55-159. 

°° See, e.g., N. C. Gen. Strat. (1943) §55-122. Federal and state stock transfer taxes have usually 
been noted also in the comparisons but they seem of small significance. 

®* 1 CoorpinaTors’ Cyc. Tax SERVICE (1945 ser.) ch. 119. The old excess profits tax was not lim- 
ited to corporations as is the present act. A $10,000 exemption is now in effect and a new bill would 
increase this to $25,000. See note 71, infra. The complete but simple Lasser Tables, showing corporate 
tax payments including excess profits taxes on various assumed average and current earnings figures, are 
published in (March, 1945) ADVERTISING AND SELLING 108, I10. 

°° Not universally. The delegated management partnerships with various corporate features under the 
‘aw of certain states, e.g., Pennsylvania, are taxable as corporations. 453 C. C. H. 41846. 
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on the same economic interest. Thus, under property taxes, the corporation as a 
taxpayer is taxed on the property it owns—its assets—and the shareholder is likewise 
taxed on the property he owns including shares in the corporation though they de- 
rive their value from the same assets and only those assets. Often legislative conces- 
sions are made to the claim that this is economic double taxation and some credit is 
allowed the individual for property taxes paid by the corporation. It is obvious 
that until that credit completely avoids the duplication, a partnership has a tax ad- 
vantage, a matter which would have to be determined at a given date for each state. 
A corresponding and similar duplication exists in some modified form as respects 
income taxes with again a strong probability that the partnership will be found to 
have the advantage.* 

There are some countervailing circumstances here, real or apparent, that need 
to be noted. First of all, ignoring the excess profits tax, corporate income taxes are 
graduated, if at all, much less steeply than are those on individuals. In a small 
but active and growing corporation which could, on that account, show adequate 
reason for retaining a large part of its profits in the business,®* a principal stock- 
holder who, because of large outside income was in high tax brackets, would avoid 
receipt of income taxable at a very high rate and the only income tax then payable 
would be that by the corporation at a much more moderate rate. Had the business 
been a partnership the individual would have been taxable on his share whether 
or not he received it. This advantage is not likely to be relevant to the situation 
of most of the smaller small businessmen. But even where it applies it is a some- 
what illusory advantage because the accumulated gains in the corporate treasury 
will come to book at a later day and, unless then offsetable against losses, may yield 


their full toll. 

It has been remarked that among the organizers of really small business (the 
returning soldiers and their five-thousand dollar garage, for example) there is a 
general notion that taxes on corporation income can largely be avoided by paying 
the earnings out as salaries to the principal stockholders. There seem to be two 
possible grounds for that belief. First, though the law will recognize salary deduc- 


®° See, ¢.g., N. C. Gen. Stat. (1943) §105.203. On the constitutional question presented see Per- 
son v. Board of State Tax Comrs., 184 N. C. 499, 115 S. E. 336 (1922). 

®7 As to states having no individual income tax the partnership advantage is obvious but the matter 
is more properly in the first group above. 

°° And so avoid the tax on undistributed profits. 452 C. C. H. 677.023. The uncertainty as to 
when profits may be so retained tax free has been described by Heninger, Federal Taxation of Corporate 
Surpluses (1943) 28 Ia. L. Rev. 639, as follows: “It is absolutely impossible for a corporate executive 
to determine in advance or even after the close of the taxable year whether the company is subject to 
the tax.” See also 1 Coorpinators’ Cyc, Tax Svc. (1945 ser.) 7; Vickrey, Proposals for a Reasonable 
Undistributed Profits Tax (1945) 23 Taxes 122. 

°° This statement hedges because under certain circumstances they will not yield their full toll. The 
stored up earnings may come to him later as a capital gain either through later sale of his stock at an 
advanced figure or through liquidation of the corporation and distribution to him of corporate assets. 
In either case he would be taxable at a lower rate than he would have been on current dividends. 
Death of the stockholder would produce still more striking tax consequences because of the rule that 
the heirs take as their basis not the value to the original stockholder but the value at the date of his 
death or one year thereafter. Int. Rev. Cope §113(a)(5); 452 C. C. H. 9773. 
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tions from corporate income as business expense only if the salaries are reasonable,”® 
it is possible that the earnings paid out are not high when compared with what the 
stockholder-officer would earn working for another in a somewhat similar capacity, 
especially when he is a working officer in a business whose earning power springs 
more from services than from investment. He may even be paying for his inde- 
pendence by definitely lower earnings. Second, it is more than likely that many 
very small corporations are “getting away with” payments which would not pass a 
scrutiny such as is applied to their larger corporate neighbors. Every one of the 
thousands of returns cannot have the same exact inspection. If this suspicion is a 
fact, we are having already a non-uniform, and perhaps a partially intentional, ad- 
ministrative concession to small business comparable to some of the concessions we 
seem on the way to getting through proposed legislation.” 


The tests of reasonableness applied when an issue is actually made of the matter 
have been given as these:’ (1) is the payment in fact salary or other compensa- 
tion; (2) have personal services been actually rendered; and (3) is the payment 
reasonable when measured by the amount and quality of the services performed 
with relation to the business of the particular taxpayer? 

There is a considerable degree of unpredictability here as to actual results’ but 
instances can be found of rather sharp cutting of salary deductions even in what 
would be regarded as the moderate range—reductions, for example, of from $8,000 
to $900, and from $5,200 to $2,400 (commissioner allowed only $1,200), and in an- 
other instance from $10,000 to $5,000." That such a ruling, if applied to a small 
corporation, might produce a rather disconcerting increase of tax can be demon- 
strated by figures for our hypothetical garage corporation with $5,000 of capital in- 


7 Int. Rev. Cope §23(a)(1); 451 C. C. H. 4161. 

™ Report No. 1 of the Joint Committee on Internal Revenue Taxation, May 11, 1945, proposing a 
specific exemption of $25,000 for excess profits tax instead of the present $10,000. It was said that 
this would relieve 12,000 small corporations entirely from the burden of the tax. (May 16, 1945) 32 
C. C. H. Std. Fed. Tax Rep. III, 3. The early repeal of this tax has been widely urged but that would 
help big corporations as well as little ones, as would the repeal of “double taxation” of income also 
currently demanded. Mr. Altman calls for the removal of the “Siamese Twins,” capital stock tax and 
declared value excess profits tax which he condemns as being especially trying to small business. Post 
War Tax Revision (Jan., 1945) 23 Taxes 22, 26. See similar recommendations of the Small Business 
Advisory Committee appended to King, Relation of Federal Taxation to the Financing of Small Business, 
supra, this symposium, 371 at 380. 

72 Bruce H. Johnson at Indiana Bar Assn. Round Table Meeting (1944) 20 INp. L. J. 83, adding 
practical advice. Cf. five factors listed in Miller, What the Tax Court Wants to Know in a Reasonable 
Compensation Case (May, 1945) 79 J. oF Accountancy 366. There is a strong presumption in favor 
of the commissioner’s decision. See also Simon, (1944) 22 Taxes 200; Griswold, (1943) 66 N. J. L. 
J. 289. , 

78“The amount to be deducted cannot be determined from a definite test; it is but a matter of 
personal opinion and taste,” 1 CoorpinaTors’ Cyc. Tax Svc. (1945 ser.) 289. 

74 Coorpinators’ Cyc. Tax Svc. (1945 ser.), §§106.05, 106.07. See also 451 C. C. H. x61 and 
annotations, especially 161.269 as to greater strictness in dealing with wartime increases. On the other 
hand, if increases are approved by the appropriate authority under salary and wage stabilization, that 
would be persuasive, though inconclusive, evidence of the reasonableness of the deduction. Johnson, 
Op. cit. supra, note 72, at 84. 
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vested by two returned veterans and a net of $8,500 before paying $4,000 to each of 


the two proprietor stockholders :”* 

(The figures in Column 1 are on the assumption that the full $8,000 paid as sal- 
aries to two stockholders is allowed as a deduction. Those in Column 2 on the 
assumption that, though the full amount is paid, only $5,000 is allowed and that 


unexpected increases in the taxes result.) 


Col. 1 Col. 2 
I I Ds i yinwies-ve dub b bas ce¥svesserdeess $5,000 $5,000 
Net before salaries and income taxes .................0000005 8,500 8,500 
Payments made as salaries: 2 @ $4,000 ..................45. 8,000 8,000 
8,000 5,000 


ee ae ere 








Net available for dividends (none pd. as such) .............. 500 500 
Teented ws dividend payeieite™ oo... i ieee een 3,000 
ee eS ere 6.25 6.25 
Epeiersd Wale Guess profits tax”... 2... ccc, o 379-50 
EE OE eee Te eee re ree 75.00 468.08 
SEER Oe eee ee eee ee re one here ee 50.00 312.05 

PR eri bad ten ot REE eRe eRUEDAE eee DERN $131.25 $1,165.88 


The same supposed case may be used to compare the tax situation for both cor- 
porate and partnership forms of organization. Assume each of the principals has a 
wife and one child. The figures follow (Columns 1 and 2 are continuations of the 
above) : 

Business IN CorPorATE Form 


Federal corporate taxes: 


Total federal taxes from above ..................... $131.25 $1,165.88 
Add Old Age Benefits tax (2 x 1 x 3,000 or 2,500) ... 60.00 50.00 
Unemployment Insurance tax (2 x 3 X 3,000 or 2,500) 180.00 150.00 
371.25 1,365.88 
State corporation taxes (North Carolina): 
eins shee uhab erred anne ses 30.00 210.00 
Franchise tax—minimum ......................005 10.00 10.00 
Total State and Federal Taxes on Corporation ....... 411.25 1,585.8878 


**In most states a third incorporator would be required but he would likely be a one-share, quali- 
fication-only, party. If the wives had taken a substantial interest, however, new calculations would have 
to be made. 

7 INcoME Tax Recs. 111, §29-23(a)-7; 451 C. C. H. 162.013. Of course, had the shareholders known 
in advance that $3,000 would be disallowed as salaries and treated as dividend payments, and had they 
been willing to do without that personal income, they could have plowed it back into the business and 
paid no personal income tax on it, subject to the possibility, not very likely here, that it would come in 
for added taxation as improperly accumulated income under Int. Rev. Cope §102; 452 C. C. H. 4671; 
1 CoorpinaTors’ Cyc. Tax Svc. (1945 ser.), ch. 115, 555-568. 

*7 Again, if the shareholders had known that $3,000 would be disallowed as assumed in Col. 2, 
they could have reduced the declared value excess profits tax to nothing by following the suggestion in 
the services [see, e.g., Coorpinators’ Cyc. Tax Svc. (1945 ser.) §137.20] to declare capital at ten 
This, done here, would increase the capital stock tax to $43.25 for a net saving 
That reduction would, however, be reflected in a slight increase in 


times net earnings. 
of around $335 on the two taxes. 


the income tax. 
8 The tax figure found here would force a dip into capital to pay it but that is the result of the 


unexpectedness of the salary ruling assumed. 
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rn 205.63 792.94 
Individual taxes: 
Federal income (from table) ...................... 521.00 521.00 
Old Age Benefits withheld ........................ 30.00 25.00 
SCS cr Ee en rt OU oS ee eee 43-50 0.00 
Grand total Federal and State Taxes 
Gorne by eich individual ..............5..... $800.13 $1,338.94 
Business ConpucTED AS PARTNERSHIP 
ee rep pa NS Gi'0% nce sa | Made 34a $4,250.00 
a inl oon k bed desea wie. aie’ vay open wewinaw sedi 577-00 
ee Mo ue aT wee eRe eae NK AG Lib ads kn cancea eee Run 51.00 
Se III 55 oy 8 3 DOSS Cie ers alan by AAs Ree ARENT $ 628.00 


Other tax consequences flow from the difference between partnerships and cor- 
porations but they are of less moment in the calculations of small enterprisers. For 
example, a sole stockholder has been held not entitled to set off against his individ- 
ual income from other sources the losses of the corporation whose business is in so 
many aspects his business.” Nor can the corporation avoid corporate taxes by the 
claim that its separate existence should be ignored under special circumstances.*® 

Family partnerships when found to be bona fide, especially those including hus- 
bands and wives,*' offer opportunities for dividing business gains and dropping the 
total intake into lower tax brackets. There is a flood of recent literature on this 
subject as it comes into greater prominence as a tax saving device.” But other com- 
parable arrangements can be found to divide the income from close corporations into 
smaller rivulets and, while therefore the family partnership may have something to 
offer in a given stituation it is not a first rate consideration in the choice of legal form 
to be adopted. 

As a last observation on the comparative tax situation it should be noted that 
hopes are entertained in some quarters and numerous plans are on foot to lessen the 
tax burdens of small business by such means as raising the excess profits tax exemp- 
tion and by graduating corporation incomie taxes and granting a substantial exemption 
before the bottom rates begin.** The trend of such measures would obviously be to 


7° Menihan v. Commissioner of Internal Revenue, 79 F. (2d) 304 (C. C. A. 2d, 1935). The in- 
creasingly liberal carry forward and carry back provisions reduce the unfavorable consequences of this 
doctrine. 

8° Moline Properties, Inc. v. Commissioner, 319 U. S. 436 (1943). 

*1 The present reference is to cases where it is sought to make the wife an active partner. Cf. 
situation where the wife by investing capital becomes a limited partner or a lender to the partnership as 
would any outsider, supra, text at notes 22-31. In some states the wife cannot become a business partner 
of her husband. See, e.g., R. I. Acts (1944) ¢c. 1397 removing this disability. 

®2 Murdock, P. J., recognizes the difficulties of family partnership cases: What Has the Tax Court 
of the U. S. Been Doing? (1945) 31 A. B. A. J. 297, 316. See also, Hellerstein, Tax Status of Family 
Partnerships (1945) 17 Rocky Mr. L. Rev. 197; Paul, Partnerships in Tax Avoidance (1945) 13 Gero. 
Wasn. L. Rev. 121; Elrod, Husband and Wife or Family Partnerships (1944) 20 Inv. L. Jour. 65. 

®In addition to the citations in note 71, supra, see press release February 20, 1945, describing plan 
of the House Small Business Committee, Wright Patman, Chairman. Reports of hearings by this com- 
mittee are not yet available. See also proposals of the Investment Bankers Association of America, CaprraL 
FoR SMALL Business (pamphlet, 1945) 15-16. These include an exemption of $2,000 and lower rates 
in the lower brackets, with a six-year carry forward for losses. 
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reduce in some degree the tax disadvantage of corporations, particularly small cor- 
porations as compared with partnerships. Prospective enterprisers will have to be 
kept current on these developments to form a sound judgment. 


III. Continuity 


As has been mentioned, organizers of small business seem seldom to give much 
thought to the question of continuity and seldom attach much weight to it when 
their advisers point it out. It can hardly be that this general indifference is due to 
the high mortality of small business and the organizers’ awareness that their chances 
of lasting very long are in the low percentages.** It is notorious that human opti- 
mism persists in the face of what should be alarming statistics. But it may be due 
to another optimism than that the business will survive, i.e., “We personally expect 
to live. We can take care of such matters later. We want what serves us best right 
now.” Nevertheless there are those embarking even in little business who, knowing 
that the corporate form automatically gives freedom of transfer of interests and 
uninterrupted Jegal continuity, will want to look over the partnership possibilities 
in those respects and weigh them in with the more important liability and tax fac- 
tors. If a corporation were to be organized even for a period this side of per- 
petuity, no doubt it would as a matter of routine provide for a duration of twenty 
or more years. Seldom would the organizers of a small partnership business con- 
sider any such life span as this. One, two or five years with provision for renewal, 
would be more likely. The problem of continuity, therefore, would automatically 
present itself at a relatively early date even if the business prospered and the part- 
ners continued both robust and compatible. It would then probably be only a 
matter of renewal, however, with possible slight modifications of the terms. It is 
when one dissatisfied or disabled partner wants to, or must pull out, or where one 
partner dies, that the problem becomes more or less acute and the need for advance 
provision is evident. Then the preliminary question is whether what the law per- 
mits by way of such advance provision is satisfactory and workable. 

A partnership is dissolved by the withdrawal—rightful or wrongful—of one of 
the partners.®> A partner can get out of a partnership by his own volition; it is 
not the business equivalent of marriage. An end can be put to the mutual agency 
and related contractual relations between the partners by the unilateral act of one 
of the contracting parties. If he breaks the contract it calls for damages. But the 
contract may provide for just this thing and then it will be no breach of contract. 
Thus, one of the organizers may become a partner for three years with the under- 
standing that during the term he may sell or give his share to his younger brother 
who is to replace him as partner. In business contemplation this provides for a 
continuance of the partnership. In a legal sense it does not, but provides instead 
for dissolution and the creation of a new partnership. Whatever theoretical or 


8*'T, N. E. C. Mon. 17, supra note 2, chs. 2-4, showing heavy mortality of small business in what- 


ever field and whatever form conducted. 
®5 CraNE, PARTNERSHIP (1938) 324, 328. Dissolution differs from termination. U. P. A., §30; 


7 U. L. A. 43. 
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legalistic changes are wrought by these provisions and acts of the parties, the real 
point is that, if the other partner lives up to his agreement and accepts the new 
associate, this arrangement does produce in one narrow and definitely foreseen sit- 
uation the transferability which the corporate form of organization would have 
given in introducing a new person into the business.** It would be less likely that 
the transferability could be broadened to reach substantially the freedom of cor- 
porate transfers by a provision that partner A could transfer to anyone he chose 
and partner B would then go on with this dark horse. As a practical matter part- 
ner B would be likely to decline such an advance commitment and, even if he 
made it, might very likely refuse to go on with the newcomer when he put in an 
appearance (even though that decision exposed him to suit). 


Death, however, is the contingency most often provided against. Absent some 
arrangement to meet this emergency, the death of one partner dissolves the partner- 
ship and places the business in the hands of the surviving partner for liquidation,®’ 
a procedure often synonomous with disadvantageous sales of property and heavy 
loss of investment. Had the business been a corporation or a joint stock association, 
or even a business trust with transferable shares, no such crisis would be presented 
as far as any rules of law are concerned.** The shares would pass to the personal 
representative and thence to the beneficiaries or kin without a legal ripple in the 
corporation’s existence. Legal ripple, I say, because in a small corporation domi- 
nated largely by one or two essential people, a death in that quarter may create 
problems of selling out under pressure unrelated to legal technicalities but fully as 
real. 


But to meet the difficulties, both legal and practical, which are bound up in a 
partner’s death several sorts of continuing or reviving arrangements are feasible. 
They fall into two general classes based on whether the partner (1) wishes only 
his capital to remain in the business till the expiration of the agreed term or (2) 
wishes to insert a new partner in the firm in his stead (legally, that is, create a new 
partnership between his survivors and his nominee).*® 

Ways to keep the capital in and no more would appear to be these: Simply pro- 
vide for leaving it in—the surviving partner (or partners) being in full charge of 
the continuing business in the capacity of quasi-trustee (some sort of fiduciary) as 
to the decedent’s share;®° appraise the interest of the deceased and treat it as paid 
to his estate and returned in the form of a loan thenceforth for a share of the profits; 
appraise the share and treat it as the contribution of decedent’s executor or ben-— 

In one way it does more since the new partner has managerial powers while the new stockholder 


merely as stockholder does not. 
87U. P. A., §§31(4), 37- 
88 16 FLETCHER, CYCLOPEDIA OF THE Law oF PrivATE CorPorATIons (perm. ed.) §8283. 
®° Baker v. Wides’ Ex’r, 299 Ky. 414, 185 S. W. (2d) 699 (1945) (Surviving partner continued 
business with acquiescence of executor and heirs of dec’d partner. Held, subsequent operations are those 
of a new partnership); Benedict v. Price, 38 F. (2d) 309 (E. D. N. Y., 1929); Thompson v. Flynn, 95 
Mont. 484, 27 P. (2d) 505 (1933); see People v. Zangain, 301 Ill. 299, 133 N. E. 783 (1921). 
°° For one such arrangement see Benedict v. Price, 38 F. (2d) 309 (E. D. N. Y., 1929). 
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eficiary to a new limited partnership then to be formed with the survivors as gen- 
eral partners and the executor or beneficiary as limited partner; appraise the share 
and treat it as a contribution of that amount by the executor or next of kin to the 
capital stock of a corporation then to be formed.** 

In 1940 Professor Warner Fuller published a thorough study of partnership con- 
tinuation agreements” which indicates that arrangements for leaving the decedent's 
capital in the business under the exclusive control of the survivor for a specified 
length of time have been tested in the past and have yielded the desired immunity, 
ic., have imposed no general liability on the estate, the executor or the kin for future 
partnership debts.** Other cases bear this out.°* No instance of the other suggested 
devices—the organization of either a limited partnership or a corporation—has been 
found, but no reason appears why they should not be successful. 

Any of these things could be done by the will®® of the deceased partner as well 
as by the terms in the original partnership agreement®® except that if the survivor 
refused to carry out the testamentary direction he would be breaking no contract 
as he would if the articles of partnership made like provisions.** Considering that 
an original agreement to continue could not be specifically enforced but only 
would ground a suit for very uncertain amounts of damage® it may be that the 
testamentary provision, subject entirely to the concurrence of the survivor, would 
not involve much more uncertainty than would the advance contract. 

The other arrangement, like that assumed above for substitution on a partner’s 
retirement, is not only to keep the capital in but for the advance designation of an 
individual who, it is agreed, will replace the deceased partner. Greater uncertain- 
ties exist here, for either the survivor or the nominee may balk and the continuance 

*\ This arrangement might result in the partnership being treated as an association (because of 
delegated management) and its being taxed in consequence as a corporation. This ought not to be 


and the treatment of limited partnerships might seem to guarantee against such fate. Otherwise the 
chief gain which had been sought would have been lost. 

®2 Fuller, Partnership Agreements for Continuation of an Enterprise after the Death of a Partner 
(1940) 50 Yate L. J. 202. : 

°° Unless new contracts are authorized by will or by the partnership agreement, Groves v. Aegerter, 
226 Mo. App. 128, 42 S. W. (2d) 974 (St. L. App, 1931); Fuller, supra note 92, at 210-214. 

®€ Schumann-Heink v. Folsom, 328 Ill. 321, 159 N. E. 250 (1927); In re Patton’s Estate, 170 Ore. 
186, 132 P. (2d) 402 (1942); Kilhoffer v. Zeis, 109 Misc. 555, 179 N. Y. Supp. 523 (1919); Holcombe 
v. Long, 245 Mass. 353, 139 N. E. 633 (1923); Blumer Brewing Corp. v. Mayer, 223 Wis. 540, 269 
N. W. 693 (1936); Western Shoe Co. v. Neumeister, 258 Mich. 662, 242 N. W. 802 (1932). See 
Williams v. Schee, 214 Iowa 1181, 243 N. W. 529 (1932); Tate v. Hoover, 345 Pa. 19, 26 A. (2d) 665 
(1942). 

°5 In re Patton’s Estate, 170 Ore. 186, 132 P. (2d) 402 (1942); Kilhoffer v. Zeis, 109 Misc. 555, 179 
N. Y. Supp. 523 (1917). See Williams v. Schee, 214 Iowa 1181, 243 N. W. 529 (1932). 

°° Faggelle v. Marenna, 131 Conn. 277, 38 A. (2d) 791 (1944). 

°7 Fuller, supra note 92, at 206, 207; In re Mamaux’s Estate, 274 Pa. 533, 118 Atl. 441 (1922). See 
Slater v. Slater, 208 App. Div. 567, 204 N. Y. S. 112 (1st Dept., 1924); People v. Zangain, 301 Ill. 299, 
133 N. E. 783 (1921); Thompson v. Flynn, 95 Mont. 484, 27 P. (2d) 505 (1933); Western Shoe Co. v. 
Neumeister, 258 Mich. 662, 242 N. W. 802 (1932). And, of course, the heirs of deceased partner have 
the right to agree with survivor that their share may continue in firm, Fidelity Union Casualty Co. v. 
Hammock, 5 S. W. (2d) 812 (Tex. Civ. App., Galveston, 1928); Maynard v. McClellan, 236 Mo. App. 
352, 156 S. W. (2d) 770 (K. C. App. 1941); Gibboney v. Derrick, 338 Pa. 317, 12 A. (2d) 111 (1940). 

°*8 Fuller, supra note 92, at 206, 207. 

°° Id. at 208-210. 
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be actually frustrated notwithstanding that liability for damages would be incurred 
by the survivor in the one case or the estate in the other. And contributing in a 
practical way to the disposition of the nominee to balk is the fact that he will come 
under full personal liability for future indebtedness, not only if he is an heir but 
as well if he is decedent’s executor or trustee participating in the partnership affairs 
solely for the benefit of the deceased partner’s kin.’ 

Another program which, while not continuing the decedent’s interest in the 
- business may meet the evil of forced liquidation, is the rather obvious one of giving 
the survivor an option or an obligation to purchase the deceased’s interest at an 
appraised price with possible provisions for time payments, notes and security.*™ 
The insufficiencies of this arrangement are evident enough but so far as they hinge 
on the financial inability of the surviving partner to pay and take over, conceivably 
that weakness might be met by a policy of joint life insurance payable to the sur- 
vivor or by each partner insuring the life of the other’® for a substantial sum and 
being thus supplied the ready money for the cash demands of his agreement at the 
very moment he needed it. Such agreements may provide (1) that the amount 
of the insurance will be paid to a designated beneficiary or to the deceased part- 
ner’s estate as full payment of his share of the business; (2) for payment to the sur- 
viving partner to discharge the debts of the partnership or to purchase the deceased 
partner’s interest or both; or (3) for an appraisal of deceased partner’s interest and 
that such part of the insurance as will equal his interest be paid to his estate.’ 

It is sufficiently demonstrated by Professor Fuller’s study and by other cases that 
the worst feature of the doctrine of dissolution and winding up upon the death of a 
partner, 2.e., sacrifice sale, can be avoided in some narrowly effective fashions such 
as those above outlined. But considering the uncertainties disclosed, few people 
would be so circumstanced as to make these cumbersome possibilities anything 
like an equivalent of the automatic legal continuity of the corporation notwith- 
standing human vicissitudes. For one, however, about to take the partnership cum 
onere because of its indisputable tax advantages, some one or more of these devices 
may present a better-than-nothing solution in his particular case. 

One entirely extra-legal thought may be added. One of the aids to small busi- 
ness survival has been the voluntary group or chain, providing the little fellows 
some of the money-saving and business-getting features of the large corporate chains. 
Business periodicals have recently reported that one, at least, of these voluntary cen- 
tral organizations, Independent Grocers Alliance, has set up a series of training 
schools for returning veterans and others to prepare them to start independent busi- 


100 7d, at 215. Although he would have a right of exoneration, of course. 

101 For examples of such purchase agreements see Baker v. Wides’ Ex’r., 299 Ky. 414, 185 S. W. 
(2d) 699 (1945); Holcombe v. Long, 245 Mass. 353, 139 N. E. 633 (1923); Im re Eddy’s Estate, 175 
Misc. 1011, 26 N. Y. S. (2d) 115 (Surr. 1941); Casey v. Hurley, 112 Conn. 536, 152 Atl. 892 (1931); 
In re Clift’s Estate, 231 App. Div. 634, 248 N. Y. Supp. 473, appeal dismissed, 256 N. Y. 680, 177 N. 
E. 191 (1931); O’Brien v. O’Brien, 294 Ky. 793, 172 S. W. (2d) 595 (1942); Leonard v. Leonard, 201 
N. Y. Supp. 113 (Sup. Trial Tm. 1922); Block v. Mylish, —— Pa. ——, 41 A. (2d) 731 (1945). 

303 37 C. J. 397, $66. 

108 2 APPLEMAN, INSURANCE Law AND Practice (1941) §871. 
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nesses of their own in association with the group.’ If, where an established part- 
nership in their field faced liquidation through the death of a partner, I.G.A. and 
other similar organizations had ready a pool of promising trainees with a little 
capital to invest they might introduce a suitable purchaser of the deceased partner’s 
interest. Indeed if the trainee did not have sufficient capital the central organization 
might supply part of it. Such an added feaure might round out the services already 
offered to small business and reduce the hazards and disadvantages of partnership 
enterprise as well as those of individual proprietorships and smaller corporations. 


IV. Access To CaPITAL 


There is a widespread idea that it is much easier to sell stock in a new venture 
than to get partners or lenders for a partnership. ‘This is probably a half truth 
and, considering statistics,°* should be stated in the negative—it is not quite so 
difficult to sell people stock as it is to get them to join in or loan to a partnership. 
The public at large, that is. There is probably some notion of continuity and 
permanence associated with the idea of a corporation in people’s minds—some actual 
continuity of the business being perhaps subconsciously inferred from the legal con- 
tinuity of the entity2°" But vastly more important is the fact that investors gen- 
erally have no idea of how to share partnership profits without becoming a partner 
with the resulting personal liability—or indeed do they knew whether any such 
protected opportunity exists. They are scared off by the unknown complexities. 
This predisposition toward shares rather than a share is a negative factor, however. 
The statistics already alluded to’®® and the flat assertion of the investment bank- 


104 Among the topics which will be taken up at the “I. G. A. College of Food Retailing” under the 
second of their subjects, Acquiring and Financing the Store, is Forms of Ownership. The single pro- 
prietorship is in their opinicn “the ideal form” for one with the necessary capital and ability but the 
main features of partnerships and corporations will be expounded. Letters from Mr. J. Frank Grimes, 
President. j 

30 “A small corporation usually finds that it can sell preferred stock of small denomination to a 
large number of investors who would not enter into a partnership and assume the incidental liability. 
The organizers usually hold all common stock which by charter or bylaws gives them the management 
and control of the corporation and sell the preferred stock to obtain operating capital.” Letter from a 
lawyer in local county seat. Similar thought has been expressed as to raising new capital: “One of the 
greatest advantages of the corporate form is the relative ease with which it can enlist new capital. All 
that is necessary is to find purchasers for additional shares of stock.” (That is all, just that! Ed.) 
ResEarcH INsTITUTE OF AMERICA, PARTNERSHIP OR CorPORATION (pamphlet, 1944) 3. The analysis 
hastens, however, to add in the form of an observation that “As a practical matter, there isn’t much 
difference between a small corporation and a partnership so far as expansion problems are concerned. It 
is probably no easier to find a person ready, willing and able to invest in a small corporation than it is 
to find a new partner for a business of the same size.” 

0° See note 108 infra. 

307 How little permanence there is to most small businesses, including corporations, may be learned 
from tables of mortality for each form of organization in Poughkeepsie, N. Y., and in Chicago shown 
in T. N. E. C. Mon. 17, supra note 2, at 40, 49, 59. Those tables show a somewhat longer life for 
corporations than for partnerships and individual proprietorships in the first few years but such statistics 
prove nothing as to the greater probability of corporate survival because of the form of organization. 
The corporations would obviously include fewer of the smallest and weakest business units. Cf. also 
amounts of assets in liquidation classified according to form of organization. Id. at 100. 

108 See report and tables on costs and percentages of unsold securities of small registered issues. Id. 
at 219, 292-295. Many report no sales. 
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ers’ establish that the marketing of issues of less than $100,000 is quite generally 
expensive and unsuccessful. And if two returning soldiers have hope of some 
financial aid from a retired merchant of means'!® who knows them or of them, 
they may expect him to lend his money to them for a share of their partnership 
profits as quickly as he would take shares of stock in their unknown new business 
when it is incorporated. 

Different situations, therefore, call for different answers. But high hopes of 
selling stock should be tamed down as the uncontradicted evidence is that incor- 
poration is no guarantee of outside equity capital." 

Other sources and varieties of aid for small business when canvassed fail to 
indicate that anything hinges on the form of organization adopted. Proposed bills 
for government action have usually made provision for individuals, firms and cor- 
porations.""? The Smaller War Plants Corporation, which evidently hopes to con- 
tinue some sort of activities for small business on a more permanent basis,’"* reports 
no distinction made in the work of its organization."* So far as can be learned 
the central organizations of the voluntary groups or chains whose aid to small busi- 
ness in the merchandizing field can be one of the chief factors in its survival, make 
no distinction either in the privileges of membership. 

Nor do the bankers intend to draw any line between corporations and partner- 
ships as such in the extension of loans through their newly established bank credit 
groups in many cities.’?° 

On the basis of this evidence there appears to be a slight advantage, the extent 
of which is difficult to estimate, in the corporate form of organization for small 
business so far as goes the job of getting savings of numbers of individuals into 
the enterprise. That it adds anything in most cases to the ease of attracting a sub- 
stantial capital contribution or loan from a single well-informed businessman is 
doubtful, to say the least. That it is of help toward procuring either the advisory 


209 CaprTaL FOR SMALL Business (Pamphlet, Small Bus. Comm. Investment Bkrs. Assn. of America, 
1945) 9. 

110 This is said to have been and to be the chief source of small business financing. T. N. E. C. Mon. 
17, supra note 2, at 262. 

11'The I. G. A. program, supra note 104, tells its prospective grocers only that they may raise 
money by selling preferred stock to relatives and friends. 

113 Sometimes directly, sometimes by using the phrase “small business concerns.” See legislative pro- 
posals, T. N. E. C. Mon. 17, supra note 2, at 364-370; Proposed “War Distress Business Loans Cor- 
poration Act” §3(a), Senate Small Business Committee, 77th Cong., 2d Sess. (1943), Hearings, part 9, 
859; H. R. 52, 79th Cong., 1st Sess. (1945), 91 Conc. Rec. March 20, 1945, at A1424. 

4148, R. 52, 79th Cong., rst Sess., supra note 112, changing name to Federal Small Business Cor- 
poration. See critical commient, I. B. A. pamphlet, supra note 109, at 9. 

24 Letter from Mr. Joseph W. Kaufman, Asst. to the General Counsel. In response to inquiry whether 
contracts have been made equally available and have been equally simple when a small concern seeking 
business has been a partnership, he said: ‘“There is no difference whatever, in obtaining business, so far as 
our experience indicates, as to whether the concern is a corporation or a partnership.” The Act itself 
speaks of “small business concerns.” 

™5 Letter from Mr. R. M. Hanes, Chairman, Post War Small Business Credit Commission, American 
Bankers Assn. Of course, says he, the management and the assets will be looked into in any case. The 
Investment Bankers’ proposals evidently intend to cover all forms of business, though in one place sale 
of stock of the beneficiary is mentioned. Pamphlet, supra note 109, at 5. 
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or financial aid of governmental agencies, central management organizations or 
regularly established financial concerns, including their new group set-ups, seems 
definitely belied by the printed records and the statements of those who have to do 
with the policies of these bodies. 


CoNncLUSION 


To attempt a valid, generally applicable, recommendation to small business on 
this subject is like trying to select an all-purpose suit for a man, not a certain man 
but any man. Nevertheless where organizers are troubled about personal liability 
and their business is not soon likely to show profits above what can be justified as 
salaries to the officers, there is much to be said for incorporating. After all, a cor- 
poration can be dissolved if the profits get to the place where they create tax prob- 
lems or other experience shows that de-corporation “is indicated.” The general 
impressions on the subject therefore, seem in the end not to be very far off. 

No serious attention has been paid herein to the possibility of using a business 
trust or a joint stock association as the form under which to operate since, con- 
sidering the tax and management features, neither of these structures is thought to 
offer any substantial attraction for the large majority of those about to embark on a 
small business venture.’7® 


116 See, however, Everberg, Advantages and Disadvantages of Common Law Trust Organizations 
(1945) 50 Com. L. J. 4. 

















Accounts RECEIVABLE 
legal aspects of assignments, 284 ff. 


AMERICAN BANKERS ASSOCIATION 
Post-War Small Business Credit Commission, 221, 
224 N., 225, 252. 

AvuToMoBILE LIENS 
legal aspects, 296; central registry, 297; acces- 
sories, 298. 


Bankruptcy Act 
specific applications of §60, 282 ff. 


CapiTtaL Markets (see also SECURITIES REGULATION) 
inadequacy for small business needs, 234; general 
discussion of term and equity capital, 248-73; 
governmental inquiries into problems, 249 ff.; 
private concern over capital supply, 252; validity 
of certain underlying assumptions, 253 ff.; no 
lack of capital but question of cost, 255 ff.; clari- 
fication of term and equity capital, 257; anomalous 
position of preferred stock, 260; factors that keep 
up costs, 262 ff.; basic difficulty in current pro- 
posals, 262 ff.; suggestion of outright subsidy, 
270; suggested changed criteria of lending, 271 ff.; 
relation to full employment proposals, 272. 


CHATTEL MoRTGAGE AND CONDITIONAL SALE 
legal aspects, 290 ff. 


CoMMERCIAL BANKS 
lending activities, 222 ff.; evaluation of this source 
of funds, 225; general discussion of role, 386 ff.; 
banks’ pre-war lending record, 386; banks’ war- 
time activities, 387; post-war program, 387; the 
Post-War Small Business Credit Commission, 387; 
—, credit policy, 388; ——, 5-point program, 
388; education and information, 389; term loans, 
389 ff.; protective provisions in term loans, 390 ff.; 
small business loan facilities, 395; correspondent 
banking potentials, 395; bank credit groups, 396-9. 


Community Prans (see REGIONAL EXPERIMENT IN 
Inpustry DEVELOPMENT) 


CoMPETING FOR Funps (see Sources oF Funps) 
ConpDITIONAL SALE (see CHATTEL MorTGAGE) 


CorPorATION Vv. PARTNERSHIP FOR SMALL BusINESs 


preliminary observations on smallness, 404; the 
corporation as insulator from liability, 405 ff.; dis- 
regarding corporate entity, 406-7; limited liability 
by partnership: the profit-bearing loan, 408; use of 
limited partnership, 408-9; subpartnership, 409; 
costs saved by partnership, 410; debtor’s exemp- 
tions as limiting partner's risk, 410; effectiveness of 
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tenancy by entirety, 410-11; pertinence of fraud- 
ulent conveyance law, 412; tax comparisons of 
corporation and partnership, 412 ff.; paying out 
corporate income as salaries, 414-7; tax savings 
by family partnership, 417; relative continuity of 
corporation and partnership, 418 ff.; provisions to 
assure continuity on death of partner, 419 ff.; 
relative equality of access to capital of small cor- 
poration and partnership, 422 ff. 


Equity Capirat (see CaprraL MARKETS) 


Factor 


largely serves textile manufacturer, 228-9; opera- 
tions, 228-9; not important to small retailer, 276 n. 


FEDERAL RESERVE SysTEM 
assistance under Fed. Res. Act, 236 ff., 256. 


FINANCIAL ADVICE AND GUIDANCE 

the need for counsel, 334; small businessman’s con- 
fusion in matters of finance, 334 ff.; special situa- 
tions requiring advice, 335; importance of man- 
agerial ability and experience, 336; sources of 
guidance, 337 ff.; potential expansion of Depart- 
ment of Commerce, 339; local industrial develop- 
ment companies, 340 ff.; role of private agencies 
catering to finance requirements, 342; potential 
role of colleges, 343. 


GENERAL Economic SURVEY 

definition of small business, 205; numerical data, 
206; effect of war on small business, 208; devo- 
tion to small business, 209; political importance, 
210; social importance, 210; economic importance, 
210 ff.; importance of new investments, 212; lim- 
itations and difficulties of small business, 212 ff.; 
can small business be helped, 215; policies of big 
business, 215; governmental concern, 216; special 
aid, 216; need for better management, 217. 


G. I. Bux oF Ricuts (see SMALL BUSINESS FOR 
VETERANS) 


InpUstRIAL DEVELOPMENT Corporations (see RE- 
GIONAL EXPERIMENT IN INDUsTRY DEVELOPMENT) 
INVESTMENT BANKERS ASSOCIATION 
local investment companies proposal, 236; remarks 
of Mr. Eberstadt, 252-3. 
Loca VENTURE CapiTaL (see also REGIONAL ExpERi- 
MENT IN INDUSTRIAL DEVELOPMENT) 
general observations, 218-19, 233, 235, 268; spe- 
cific cases of local financing, 365 ff. 
Lonc TERM CapiraL (see CaprTaL MARKETS) 
Meap-Lea BILL 
to provide management consulting service, 217. 
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PLEDGES 
legal aspects of, including equitable pledge, 287 ff. 


RECONSTRUCTION Finance Corp. 

. lending activities under RFC Act, 239-41, 256, 
399 ff.; general explanation of the RFC 75% pro- 
gram, 399 ff.; steps in loans under the Blanket 
Participation Agreement, 400 ff.; prerequisites of 
new loans, 401 ff.; other forms of RFC bank par- 
ticipations, 402; location of RFC loan agencies, 
403. 

REGIONAL ExPERIMENT IN INDUsTRY DEVELOPMENT 


the New England Industrial Development Corpo- 
ration, 361 ff.; origin, 361; purpose and objective, 
361; program, 362; general survey of work, 
362 ff.; illustrative cases, 364-5; illustrative solu- 
tion of problems, 365-7; organizational chart, 
366; personnel, 367 n., 368 n.; potentialities in 
development research, 369. 


RETAILERS’ CREDIT 

continuing predominance of small retailers, 274; 
sources of credit other than commercial banks, 
274 ff.; mercantile credit, 275 ff.; on consignment, 
276; disadvantages of mercantile credit, 276; high 
cost of credit to small retailer, 277; financing of 
accounts receivable, 277 ff.; open accounts and 
installments, 277-9; sales finance company opera- 
tions, 279; future prospect of credit for small re- 
tailer, 279-80. 


Rote oF SMALL Business (see GENERAL Economic 
Survey) 


Securities REGULATION (see also CaPITAL MARKETS) 


in general, does it hinder financing small business, 
301 ff.; federal security regulation, 302 ff.; ex- 
emptions, affecting small business, 302 ff.; admin- 
istrative exemption of small issues, 304 ff.; eval- 
uation of costs attributable to regulation, 308 ff.; 
statistics on costs, footnotes at 310, 311; .burden 
of delay, 311; state security regulation (Blue Sky 
laws), 313 ff.; state exemptions, 314; types of 
registration and regulation, 314 ff.; costs under 
state laws, 318; evaluation of restrictive effect of 
regulation, 319. 


Securiry Law—Current DEVELOPMENTS 

effect of 1938 changes in Bankruptcy Act, 282 ff.; 
preferences under §60, 282; accounts receivable as 
collateral, 284 ff.; . recent state legislations 
to perfect assignments, 285 ff.; pledge and equi- 
table pledge, 287 ff.; field warehousing, 290; 
chattel mortgage and conditional sale, 290; : 
some technicalities in statutory requirements, 291- 
3; free-handed mortgage, 293 ff.; trust receipts, 
295; liens and transfers as to automobiles, 296; 
, central registry, 297; usury laws, 298; fix- 
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SMALL Business FoR VETERANS 

plans of servicemen, 344 ff.; Army survey data, 
345 ff.; New Jersey’s Veterans Business Loan Act, 
347; data from Department of Commerce, 347; 
kinds of business already loaned (N. J.), 348; 
G. I. Bill, 349, 354 ff.; ——, business loans pro- 
visions, 349; agencies guaranteeing loans, 351; 
steps in obtaining loans, 351; business hazards 
confronting veteran, 352; wartime regulations, 
3533 price changes, 353; schemes and rackets, 354; 
problems and G. I. Bill, 354; community assist- 
ance, 355; N. J. plan, 355; community action, 
356; plans of banks, 357; wholesalers and man- 
ufacturers’ help, 357; programs of schools and col- 
leges, 358; aid from federal agencies, 358; some 
recommendations, 359. 


SMALL Business MoBILIZATION ACT OF 1942 
Smaller War Plant Corp. authority to guarantee 
loans for acquisition of surpluses by small busi- 
ness, 327. 


SMALLER War Piants Cors. (see SuRPLUS PLANTS 
AND Goons) 


Sources oF Funps (see also RETAILERS’ CREDIT) 
opinions on access to funds, 220; criteria for eval- 
uating sources of capital, 221; commercial banks, 
222 ff.; , short-term loans, 222; » Mis- 
cellaneous financing, 224; » term loans, 224; 
trust companies, 225; credit groups, 225; evalua- 
tion of banking sources, 225; industrial banking, 
226; Morris plan, 226; small loan companies, 227; 
factors, 228; insurance companies as sources, 229; 
commercial paper houses, 230; equipment man- 
ufacturers and suppliers, 231; trade credit, 232; 
private venture capital, 233; capital markets, 234; 
parent corporations, 234; private development 
groups, 235; Federal Reserve assistance, 236; Wag- 
ner-Spence Bill, 238; Reconstruction Finance Corp., 
239; Smaller War Plants Corp., 241; public devel- 
opment groups, 243; source in undistributed profits, 
244; some conclusions on sources of funds, 245-7. 











SurPLus PLANTs AND Goops 
general observations on Surplus Property Act, 
320 ff.; surplus in World War I, 321; objectives 
of Surplus Property Act of 1944, 323; relation- 
ship of Act to small business, 323; priorities and 
preferences under the Act, 324; financing acquisi- 
tion of surpluses, 326 ff.; ——-, Small Business 
Mobilization Act of 1942, 326; policy of Smaller 
War Plants Corp. as to acquisition of surpluses, 
327; durable goods, 327; consumer goods, 328; 
government war plants and facilities, 329; meth- 
ods of plant disposal, 331. 


TAXATION AND SMALL BusINEsS 
preliminary observations on small business, 371- 
4; taxation as a brake on expansion, 374; in- 
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come of corporations should not be taxed, 375; 
heavy surtaxes in upper individual brackets should 
be removed, 376-7; taxes cut profits and hurt 
incentive, 378; society the real beneficiary of in- 
vested capital, 378-9; should be no tax on sav- 
ings, 379; recommended: sales taxes and income 
taxes with savings deductions, .379; taxation rec- 
ommendations of Small Business Advisory Com- 
mittee, 380 ff. 


RECOMMENDATIONS OF SMALL BUSINESS 
Apvisory COMMITTEE 

reproduced in full at pp. 380-5 (appended to 
Prof. King’s article); objectives of a tax system, 
380; problems of conversion and _ transitional 
period, 381 ff.; , excess profits tax, 381; ——, 
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amortization refunds, «382; ——, carry-back 
changes, 382; , tax reduction, 382; post-war 
period, 383 ff.; suggested role of Department of 
Commerce in research on impact of taxation on 
small business, 384-5. 

Tax CoMPARISONS 
of corporate and partnership forms of small busi- 
ness, 412 ff. 

Trust RECEIPTS 
legal aspects, 295. 


VETERANS (see SMALL BusINEss FOR VETERANS) 


WacNneER-SPENCE BIti 
to permit Federal Reserve 90 percent loan, 238. 
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